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THE TREATMENT OF THE MEANS OF PAY- 
MENT IN SOCIAL ACCOUNTING* 


Jacos CoHEN 
Bowling Green State University 


THE TREATMENT of increments in the means of payment in social 
accounting remains one of the less satisfactory aspects of the social 
accounting systems that have been developed over the past twenty- 
five years. It is the purpose of this paper to suggest wherein the 
difficulties lie and how a consistent and realistic treatment can be 
given to the means of payment. The relative economic contribution 
of the bank system compared to other financial institutions is affected 
by the treatment of the means of payment. We shall point out these 
implications as well. 


I. THE MEANS oF PAYMENT IN FLow oF FuNDs ANALYSIS 


In flow of funds accounting the increments in the means of pay- 
ment are part of the “currency and deposits” transaction category, 
which includes times deposits as well as the means of payment items 
of demand deposits (demand deposits adjusted, United States gov- 
ernment balances, foreign bank deposits net) and currency outside 
banks.’ When non-bank sectors show an increase in currency and de- 


* Although he will undoubtedly disagree violently with what we have written here, we 
have benefited from comments made by Professor Morris A. Copeland on an earlier draft 
of this paper. Financial assistance was obtained from the Committee on Scholarly Ad- 
vancement of Bowling Green State University. Mr. Ralph E. Jones assisted in the prepa- 
ration of the statistical tables. 

1. Cf. Board of Governors of the Federal Reserve System, Flow of Funds in the United 
States 1939-1953 (Washington, D.C., 1953), pp. 303-16. We shall attempt to minimize 
the use of the word “money” (in the same way that the foregoing flow-of-funds study 
minimizes its use) because of conflicting definitions of money. But when we do refer to 
money we shall mean the means of payment as defined above. 
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posits this appears on the uses side of the sector account under “in- 
crease in financial assets.”’ For the bank sector such increases consti- 
tute an increase in financial liabilities on the sources of funds side of 
the account.” 

What is to be stressed is the treatment of the means of payment 
as a source of funds for the bank sector and a use of funds for the 
non-bank sectors. The flow-of-funds study carefully avoids any 
analytical interpretations of this treatment. Such interpretations are 
freely made, however, in the pioneering study of Copeland and the 
recent studies of Gurley and Shaw.* 

These studies emphasize that the banking system acts as a finan- 
cial intermediary in similar fashion to other financial institutions. 
The means of payment are moneys advanced to the bank sector 
which the latter transmits to borrowers. Thus we find Copeland say- 
ing, 

In the total bank credit and currency readjustment, three classes of transactors 
must be recognized: those whose cash balances are increasing (or decreasing) 
those who are dealing with banks and U. S. monetary funds in loans and securi- 
ties, and as an intermediary between them, banks and U. S. monetary funds. 
When total currency and deposits are increasing, there is a two-step moneyflow 
from the cash balances class of transactors through banks and U. S. monetary 
funds to the loans and securities class. When total currency and deposits are de- 
creasing, there is a two-step moneyflow in the other direction.* 


Gurley and Shaw state: 


We take exception to the view that banks stand apart in their ability to create 
loanable funds out of hand, while other intermediaries in contrast are busy with 
the modest brokerage function of transmitting loanable funds that are somehow 
generated elsewhere. 


Neither banks nor other intermediaries create loanable funds. This is the pre- 
rogative of spending units with surpluses on income and product account. Both 
banks and other intermediaries have the capacity to create special forms of 
financial assets that surplus units may accumulate as the reward for restraint on 


2. The bank sector in the Federal Reserve flow-of-funds study is a consolidated sector 
including commercial banks, mutual savings banks, the postal savings system, Federal 
Reserve Banks, and Treasury monetary funds (Flow of Funds, p. 162). Our evaluation 
of flow-of-funds accounting will lead us to suggest the exclusion of mutual savings banks 
and the postal savings system from the consolidated bank sector. 


3. Cf. Morris A. Copeland, A Study of Moneyflows in the United States (New York, 
1952), esp. chaps. 13, 14; J. G. Gurley and E. S. Shaw, “Financial Aspects of Economic 
Development,” American Economic Review, XLV (September, 1955), 515 ff.; “Financial 
Intermediaries and the Saving-Investment Process,” Journal of Finance, XI (May, 1956), 
257 ff. 


4. Copeland, op. cit., pp. 290-91. The one-step moneyflow applies when the loan and 
securities class is identical with the cash balances class. In such a case, cash-balance hold- 
ers are advancing money to the bank sector at the same time that the bank sector is ad- 
vancing money to the cash-balance holder. Such moneyflows are “equal and synchronous” 
(pp. 289-90). 
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current or capital spending. Banks alone have the capacity to create demand de- 
posits and currency, to be sure, but only savings and loans associations can 
create savings and loan shares: both “create credit,” both transmit loanable 
funds, both enable spending units to diversify their portfolios.5 


What we might call the “social accounting approach” to the means 
of payment makes its most sense if we consistently read flow of 
“resources” or “values” for moneyflows.® The accounts of the Fed- 
eral Reserve are “cash-or-equivalent” funds accounts.’ In such ac- 
counts, a source of funds is any transaction which increases the 
“resources” or “values” of the sector and a use of funds is any tran- 
saction which applies resources or values.® Increases in the means of 
payment by the bank sector are then “sources of funds” because 
they increase the “resources” of the bank sector. Increases in the 
holdings of the means of payment for non-bank sectors are uses of 
funds since they involve the simultaneous application of resources 
secured through borrowings or asset sales to the bank sector or 
through transactions with non-bank sectors. The bank and non-bank 
sectors thus advance funds to each other; the acquisition of money 
by non-bank sectors advances funds (“resources”) to the bank sector 
at the same time that the bank sector advances resources to non- 
bank sectors by the acquisition of earning assets.° 

If this analysis is correct, the social accounting approach to the 
means of payment would seem to hang on a slender verbal straw. It 
is only by employing broad concepts such as “funds” or “resourc?s” 
that the social accounting approach is able to speak of equal and 
opposing flows of funds between the bank and non-bank sectors. 
Obscured in the process is the distinct difference in the flow of 
“values” from the non-bank sector to the bank sector as compared 
with the flow of values in the opposite direction. It is only the flow 
of funds from the bank sector to non-bank sectors that can rightly 
be called a flow of money. Non-bank sectors in increasing their hold- 
ings of the means of payment are unable to advance the selfsame 


5. “Financial Aspects of Economic Development,” op. cit., p. 521. 


6. Because “funds” can be more readily interpreted as “resources” or “values” the 
terminology of “flow-of-funds” is perhaps a logical successor to “moneyflows.” Cf. John 
P. Powelson, Economic Accounting (New York, 1955), pp. 75-76. 


7. For this terminology see Howard H. Greenbaum, Fund-Flow Analysis in Economic 
Research, unpublished doctoral dissertation, Columbia University, 1952, pp. 262, 269. 


8. Cf. ibid.; Copeland, op. cit., pp. 103-4; Louis Goldberg, “The Funds Statement 
Reconsidered,” Accounting Review, XXVI (October, 1951), 485 ff.; A. B. Carson, “A 
‘Sources and Uses of Funds’ Philosophy of Financial Accounting,” Accounting Review, 
XXIV (April, 1949), 158 ff. 


9. Cf. Copeland, op. cit., p. 270. For an analytically complete set of entries using funds 
in this way, see Goldberg, op. cit., p. 490. 
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means of payment to the bank sector. Recognition of this makes it 
possible to reassert familiar differences between the bank sector and 
other financial institutions. The bank sector acquires net assets 
without prior money inflows. In the case of non-bank institutions, 
the net acquisition of assets results in money outflows in the same 
way as the acquisition of assets by the bank sector, but these money 
outflows must be preceded by money inflows. The “creation” of 
money substitutes is for the purpose of securing these money in- 
flows.’° 


10. The persistence of the social accounting approach prompts further inquiry into its 
possible rationale. First, the social accounting approach may be based on the supposed 
analogy of the consolidated bank sector to the individual bank. It is possible to say that 
increments in the means of payment are sources of funds for the individual bank and to 
interpret funds as cash funds, for holdings of reserve money are increased by primary 
demand deposits (or currency issue). Nonetheless, it is difficult to speak of a “transmis- 
sion” of the means of payment. The primary demand depositor (or currency holder) 
does not relinquish means of payment. He is merely an agent (unless he deposits cur- 
rency) for transferring reserve money between banks. And when it lends, the individual 
bank generally does not lend this reserve money (unless it returns currency to circula- 
tion). As the level of aggregation proceeds, the idea that banks “lend the money provided 
by their depositors” becomes increasingly less tenable. (Cf. Leland J. Pritchard, “Toward 
a More Meaningful Statistical Concept of the Money Supply,” Journal of Finance, LX 
[March, 1954], note 13, p. 45.) 

Second, the idea of moneys advanced might emphasize the dependence of the bank 
sector on non-bank sectors’ holdings of cash balances if the former is to acquire earning 
assets. This dependence, however, is still to be distinguished from non-bank financial 
sectors’ dependence on depositors or equity holders for acquiring assets. If the latter de- 
pendence is described as “money advanced” it would be misleading to describe the de- 
pendence of the bank sector in the same way. Non-bank financial sectors must first ex- 
perience money inflows before they can lend. Subsequent behavior of their depositors 
may also affect the amount they can lend. On the other hand, the consolidated bank sec- 
tor is dependent on holders of the means of payment only to the extent that the latter 
are capable of retiring the net assets of the consolidated sector. Presumably the bank 
sector has considerable discretion over the level of its aggregate assets. 

A third surmise centers around the prevailing treatment of money as the “debt” of the 
bank sector. If the means of payment are “promises to pay” money the reasoning might 
be that the holders of money must have advanced money to the bank sector! This is of 
course not so. Assuming a fractional gold-coin standard, the means of payment could be 
convertible into a more ultimate form of money without the latter having been advanced 
initially to the bank sector. In the absence of a money of ultimate redemption, the idea 
of the means of payment being debt is itself subject to much question. This is certainly 
true of currency (cf. Arthur Nussbaum, Money in the Law [New York, 1950], p. 80). 
It could also be maintained that currency has no higher moneyness than demand deposits 
thus ruling out the latter as debt as well. Currency may merely be money that is more 
convenient for certain purposes. The equal moneyness of demand deposits is perhaps 
blurred if we base our comparison on the acceptability of a check with that of paper 
money. The proper comparison should involve a certified check since that attests to the 
existence of an actual deposit. 

Finally, the bank sector might be treated as an intermediary because money creation 
effects the transfer of goods and services between “surplus” and “deficit units” or between 
“the cash balances class” and the “loans and securities class” (cf. Gurley and Shaw, “Fi- 
nancial Aspects of Economic Development,” op. cit., pp. 516-17; D. H. Robertson, 
“Theories of Banking Policy,” Essays in Monetary Theory [London, 1948], pp. 39 ff.; 
J. Carl Poindexter, “Some Misconceptions of Banking and Interest Theory,” Southern 
Economic Journal, XXII [October, 1946], 132 ff.) But the mechanics of intermediation 
of the bank sector in this “real” sense are still quite different from the comparable me- 
chanics for non-bank institutions. The “forced savings” of money creation must be dis- 
tinguished from the transmittal of voluntary savings by (what we conceive to be) the 
bona fide financial intermediary. 
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The disabilities of the present “cash-or-equivalent funds” type of 
analysis can be overcome by employing a “cash funds” type of ac- 
count in its place.’’ “Funds” are here restricted to the means of pay- 
ment. Sources of funds then are those transactions occasioning an 
increase in a transactor’s money holdings (for non-bank sectors) 
and decreases in the total means of payment (for the bank sector). 
Uses of funds would refer to transactions that cause a sector’s hold- 
ings of the means of payment to decrease (non-bank sectors) or 
cause total means of payment to increase (for the bank sector). The 
“funds” item would not itself be a source or a use transaction. It 
would serve only to record such transactions (or the net difference 
between such transactions). The net change in the means of pay- 
ment would be a balancing item appearing on either the sources or 
uses side of the account. “Sources” and “uses” and the means of 
payment item would all be subsumed under the more generic head- 
ings of “credits” and “debits.” The two-endedness of the social ac- 
counting structure would thus be maintained for the means of pay- 
ment as for sources and uses transactions. For example, increases in 
the means of payment would be a credit item for the bank sector, a 
debit for the non-bank holder. It is apparent that only minor changes 
in existing flow-of-funds accounting would be necesary to place the 
accounts on a cash funds basis. The realities of moneyflows would 
then be reconciled with the requirements of social accounting. 

Transactions may be settled by offset rather than by cash as per- 
haps our case for the cash account has implied. For example, the 
sources of funds of “sales”? may have increases in “trade credit” as 
the corresponding entry in the business sector account. It is possibly 
the prevalence of settlement by offset that has led to the wider con- 
cept of “funds.’”* Recognition of settlement by offset need not, how- 
ever, deter us from drawing a clear distinction between the means of 
payment and the transaction categories found in the sources and 
uses-of-funds statement. We can simply pretend that transactions 
settled by offset give rise to mutually offsetting moneyflows. 


Il. THE MEANS OF PAYMENT IN NATIONAL 
INCOME ACCOUNTING 


The approach taken by the U.S. Department of Commerce to the 
means of payment in the national-income accounts is similar to that 
found in flow-of-funds analysis. Commercial banks are intermedi- 
aries investing the funds provided by depositors.’* Interest earnings 


11. For this terminology, see Greenbaum, op. cit., pp. 25 ff. 
12. Cf. Greenbaum, oP. cit., p. 261; Copeland, op. cit., pp. 81 ff., 214 ff. 
13. Survey of Current Business, National Income Supplement 1954, pp. 46-47. 
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are seen as the return on the funds so advanced. Consistency with 
the accounting treatment for other sectors requires that interest re- 
ceipts be omitted from the receipts (product) side of the commercial 
bank account and that they be subtracted from interest payments 
made by banks shown on the factor payments side of the account. 
Such treatment results in a negative income for the bank sector so 
long as current purchases from other sectors exceed the explicit 
service charges shown on the product side. It is thus only by a rather 
complex imputation procedure that the Department of Commerce is 
able to assign a positive income originating to the bank sector.’* Our 
analysis would see interest receipts as the payments banks receive 
for creating the means of payment. Bank income is thus generated 
in the bank sector. Imputation procedures are both unnecessary and 
misleading.*® 

A more substantial departure from present treatment of the means 
of payment in the national income accounts is to incorporate their 
increments in the product account of the bank sector. The weakness 
of the “money-as-debt” point of view’® points in the direction of 
treating the means of payment as a kind of product. Contemporary 
developments in monetary theory make a positive case for such in- 
corporation. Monetary theory has been integrated with general value 
theory on the basis of the characteristics of the means of payment 
as an economic good. The holder of money balances is pictured as 
adjusting his holdings and his expenditures on goods and services so 
as to equate the marginal utility of the last dollar spent on each of a 
series of commodities with the marginal utility of the last dollar held 
in money balances."* If value theory in general and monetary theory 


14. Ibid. 


15. Such a treatment of bank-property income has already been advocated and worked 
out in a recent study. (Richard E. Speagle and Leo Silverman, “The Banking Income 
Dilemma,” Review of Economics and Statistics, XXXV [May, 1953], 128 ff.) And yet 
the authors cited would seem to support the commercial banks-as-intermediaries point 
of view in some of their own statements. One of the activities of banks is said to be the 
lending out of the balances and savings of their clients (p. 128). This is an admission of 
the correctness of the Department of Commerce’s approach. 

In the Commerce approach, interest receipts are not completely reintroduced into bank 
product by imputation procedures because “imputed service charges” are measured by 
interest receipts Jess interest paid on time deposits. In our approach and that of Speagle 
and Silverman, all interest receipts are regarded as being generated through money cre- 
ation. There is thus no reason to subtract interest on time deposits when measuring bank 
product. 


16. See paragraph 3 of footnote 10 above. 


17. There is an extensive literature dealing with the integration of monetary and value 
theory. The most extensive historical summary of the literature is provided by Arthur W. 
Marget, The Theory of Prices, 2 vols. (New York, 1938, 1942). A recent full theoretical 
statement is that of Don Patinkin, Money, Interest and Prices (Evanston, IIl., 1956). 
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in particular are to be integrated with social accounting the concept 
of bank product would seem to require extension. 

The utility of real money balances is direct rather than indirect. It 
is the utility of perfect liquidity rather than the utility to be derived 
from future spendings.’* This direct utility should apply to all hold- 
ings of the means of payment—regardless of the motive for holding 
money.’® Introducing the means of payment into the national ac- 
counts will thus not involve any double counting.” 

If we allow increments in the means of payment into the bank 
product account some corresponding entry is necessary on the in- 
come side of this account. The question is whether such increments 
in the means of payment should be allocated to undistributed profits 
of the bank sector or instead to some reserve account. The latter is 
the preferred alternative. From the standpoint of the consolidated 
sector, an amount of assets equal to increments in the means of pay- 
ment must be earmarked for possible “returns” of the means of 
payment in exchange for such assets. This would be shown by a 
charge to some liability reserve account such as “additions to reserve 
for return of the means of payment.” The increment in the means of 
payment would thus be part of the gross product of the bank sector 
rather than income originating.”” 


18. Patinkin, of. cit., p. 78. This idea is of course not uncontroversial. Cf. J. R. Hicks, 
Value and Capital (Oxford, England, 1939), p. 238. 


19. Patinkin, op. cit., pp. 89, 95. 


20. While the utility of money is direct, it is nonetheless dependent on the purchasing 
power of money. The higher the general price level, the lower will be this purchasing 
power and the lower will be the direct utility of money. For this reason, year-to-year 
comparisons of changes in the “money product” require that we follow an adjustment 
procedure similar to that used in estimating inventory change in gross national product 
accounting. (For this procedure, see National Income Supplement, op. cit., pp. 135 ff.) 
Year-end figures of the means of payment must first be expressed in constant prices. The 
differences in the deflated figures give us the annual changes in the “real” means of pay- 
ment. When the gross national product is expressed in current rather than constant 
dollars, the change in real means of payment will be multiplied by the current index 
number of prices. See also footnote t, Table 1. 


21. The suggested treatment of the means of payment requires adjustments in most 
of the national-income sector accounts. The consolidated business product account will 
incorporate the changes for the bank sector account. It will thus show increases in money 
product on the sources side and additions to the reserve for the money supply on the 
allocations side. Increases in the money product on the sources side can be detailed into 
increases in money holdings by the personal, business, government, and rest-of-the-world 
sectors. The increment in government holdings of money will have to be introduced into 
the uses side of the government account. This will necessitate increasing the “govern- 
ment deficit” figure on the sources side by an equivalent amount. (Since the government 
deficit figure would be gross of increase in cash balances, some different term such as 
“net borrowing” would be more appropriate than “government deficit” which is net of 
increases in cash balances.) Similarly “net foreign disinvestment” on the sources side 
of the rest of the world account will have to be increased to allow for the increment in 
foreign dollar holdings on the uses side of this account. (Again some new terminology 
might be desirable because of a change in meaning of net foreign disinvestment.) No ad- 
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III. THE CONTRIBUTION OF FINANCE 


We wish in this section to suggest a way of measuring the econom- 
ic contribution of financial institutions. It is relevant to our previous 
discussion because it is based on flow-of-funds accounting and on the 
treatment we have suggested for the means of payment. 

Ordinarily, when the “productive contribution” of an economic 
sector is discussed quantitatively, the data relied upon is “income 
originating” in that sector. Perhaps the central idea of the effective 
demand concepts of the last twenty-five years is that transactors by 
their spending activities help to determine the level of gross national 
product. Financial institutions by their financing of other transac- 
tors’ spendings may also be said to contribute to the level of gross 
national product. This, rather than their income originating, may be 
the more significant aspect of their economic activity.”* 

What we have attempted to do is to develop a concept of “uses of 
funds” (or “spendings and lending”) contribution which will permit 
us to compare the relative contributions of different types of financial 
institutions.** The simplest method of estimation would be to total 
the uses of funds for a given transactor.** This is unsatisfactory, 
however, because it attaches as much importance to a use of funds 
that finances another transactor’s “real spendings,” that is, expendi- 
tures on goods and services and factor services, as it does on such 


justments would be necessary in the personal sector account. Increases in personal hold- 
ings of money are reflected in the residual “personal savings” item (in similar fashion to 
residential construction expenditures). That, in our analysis, holdings of money consti- 
tute an inventory-type of investment is shown by the following summarizing set of ad- 
justments in the gross savings and investment account. 


Gross SAVING AND INVESTMENT ACCOUNT 


Gross Investment Gross Saving 
Adjustment in net foreign disinvest- Additions to the reserve for the 
ment figure money supply 
Adjustment in government deficit figure 
Increase in business holdings of money 
Increase in personal holdings of money 


22. Cf. Stanley J. Sigel, “A Comparison of the Structure of Three Social Accounting 
Systems,” Input-Output Analysis: An Appraisal (Princeton, N.J., 1955), p. 281; A. J. 
Vandermeulen and D. C. Vandermeulen, National Income Analysis by Sector Accounts 
(New York, 1956), p. 342. 


23. The author has already applied the “uses of funds” measure to the consumer sec- 
tor in his paper, “A Moneyflows Approach to Consumer Behavior,” The Southern Eco- 
nomic Journal, XXIII (January, 1957), 245 ff. He is in the process of estimating contri- 
bution for all the sectors discussed in flow-of-funds analysis using somewhat different 
estimating procedures from those to be described here and which were applied to the 
consumer sector. 


24. The reader should be reminded that the means of payment item is not considered 
a uses-of-funds (nor a sources-of-funds) transaction. 
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spending. It seems preferable to attach a greater weight to actual 
spendings than to the financing of such spendings.” 

It is necessary then that we establish some system of weights for 
e uses of funds. A workable system is one that makes weights depend 
on the distance that a given category of uses of funds is to be found 
from real transactions. “Distance” in turn can be defined as the 


number of transaction stages that a dollar must go through before 
a being spent on real goods and productive services. Expenditures on 
y the gross national product, intermediate products, and productive 
- services will be given the maximum weight of three. The next trans- 
cS action stage will consist of uses of funds which finance the real ex- 
i penditures of a second transactor. Such uses of funds are referred to 
i as “direct financing uses” and are given a weight of two.”° Uses of 
funds which finance the financing uses of a second transactor (or in- 
5 | creases in its holdings of the means of payment) are on the transac- 
: tion stage furthest removed from real economic activity. They are 
a called indirect financing uses and given a weight of one.”* 
al | The summation of weighted uses of funds could give us a measure 


of the relative contribution of financial institutions to economic 
Y, activity. Unfortunately, it is too “gross” a measure. The uses of 
funds of a financial transactor will reflect its sources of funds and 
thus the uses of funds of other transactors. If we wish to measure 


h the unique uses of funds contribution of a sector we must allow for 
this and offset the weighted sources of funds of a sector against its 
a weighted uses. Sources of funds will be given the weights of their 
i | corresponding uses of funds. Thus real sources of funds will carry a 
d- weight of three, direct financing sources a weight of two, and indirect 
financing sources a weight of one. The resultant measure of contri- 
bution secured by subtracting total weighted sources from total 
weighted uses will be called “uses of funds contribution” and will be 
the one on which we shall concentrate.”* 

25. We shall see below, that there is an additional reason why it is necessary to distin- 

rs guish between uses of funds and attach different weights to them. 

J. 26. The word “financing” is meant to be broader than “financial” including certain 
ts non-financial transactions such as tax payments. The criterion of a financing transaction 
is whether funds are supplied without a return flow of goods and services. 
™ 27. A problem which we bypass is the possibility that financing uses of funds may 
- “churn around” in the financial markets without ever reaching the gross national product. 
i- A much more extensive system of weights would be necessary to take care of such cases. 
it We avoid this problem by assuming that indirect financing uses always finance direct 
e financing uses rather than the indirect financing uses of a second transactor. No trans- 

action can then ever be more than three stages removed from real expenditures. 
d 28. Much attention could be given to the problem of how to identify direct and in- 


direct financing sources and uses of funds. Without knowing just what uses of funds of a 
second transactor are connected with the financing uses of the first, we must assume cer- 
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The uses of funds contribution of a sector can be broken down 
into a “conversion” and a “money” effect.*® The conversion effect 
consists in bringing moneyflows closer to real spendings. Financial 
institutions do this by using their financing sources of funds to 
finance their own real spendings or more importantly the real spend- 
ings of non-financial sectors (“ultimate” spending units). The higher 
weights attached to uses of funds will result in total weighted uses 
exceeding weighted sources and thus a positive conversion effect.*° 
The conversion effect could be negative as well as positive. If real 
sources exceeded real uses by more than the excess of direct financing 
uses over indirect financing sources, then on balance financial institu- 
tions would be moving moneyflows away from real spendings. 

The spending of money balances or the creation of new money 


tain relationships. Since financial institutions finance “ultimate sectors,” most of whose 
spendings are real spendings, we assume that institutional financings are direct financings. 
(Obvious exceptions are made when the transaction clearly indicates another financial 
institution to be on the receiving end. Then it is an indirect financing use.) Financing 
flows of other sectors which finance financial institutions are treated as indirect financing 
uses for these sectors and as indirect financing sources for financial institutions. Below 


we indicate our classification of the accounts found in the Federal Research flow of funds 
study. 


WEIcuT Desits Crepits WEIGHT 
3 a) Real uses of funds 6) Real sources of funds 3 
All non-financial uses (such as payroll, All non-financial sources (such as in- 

goods and services) except for taxes terest and dividend receipts) except 
and insurance premiums; for the for insurance premiums 
bank sector includes increases in the 
gold stock and Treasury currency 
2 c) Direct financing uses d) Direct financing sources 2 
Taxes, real estate transfers, and net None 
increases in financial assets (ex- 
cluding gold stock and Treasury 
currency for the bank sector and 
the means of payment item) and in- 
cluding net decreases in financial li- 
abilities 
1 e) Indirect financing uses f) Indirect financing sources 1 


Insurance premiums All other sources of funds (excluding 
the means of payment) and net de- 
creases in financial assets 


0 g) The means of payment h) The means of payment 0 


Net increase in financial assets of cur- 
rency and demand deposits (non- 
bank sectors) and decrease in total 


Net decrease in holdings of currency 
and demand deposits (non-bank 
sectors) and net increase in total 


means of payment (bank sector) means of payment (bank sector) 


In estimating direct financing uses and indirect financing sources, negative uses are 
treated as indirect sources and negative sources as direct financing uses. In this way re- 
ductions in financial assets are given the lower weight of one rather than the weight of 
two which in effect they would be given if offset against positive direct financing uses. 
This treatment is founded on the essential similarity of sources of funds resulting from 
increases in liabilities and from decreases in assets. Similarly, positive increases in assets 
and decreases in liabilities are both recognized as uses of funds. 


29. In our “Moneyflows Approach . . .” (op. cit.) paper we spoke of a “moneyflows 
effect” instead of the above “money effect.” The change in terminology recognizes that 


the over-all uses of funds contribution and the conversion effect are also moneyflows 
effects. 


30. Without a system of weights the conversion effect would necessarily disappear. 
A system of weights is then necessary apart from the desirability of attaching different 
degrees of importance to different uses of funds if we wish to show a conversion effect. 
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makes it possible for a financial transactor to have uses of funds 
without corresponding sources of funds. The conversion effect can- 
not be credited with such uses of funds. We give the name “money 
effect” to the resultant moneyflows.** The conversion effect is aug- 
mented by the money effect when the sector experiences net money 
outflows. In the case of net money inflows into a sector, the money 
effect is zero. In such cases “uses of funds contribution” is equal to 
the conversion effect.*” 

In Tables 1-4 the data for uses of funds contribution are pre- 
sented successively for the bank sector (commercial banks, Federal 
Reserve Banks, and Treasury monetary funds), mutual savings 
banks and the postal savings system, savings and loan associations, 
and the insurance sector. For comparative purposes we also show 
income originating for these four sectors. The predominance of the 
money effect in uses of funds contribution for the bank sector and 
the predominance of the conversion effect for other sectors are read- 
ily seen. This is to be expected because the conversion effect is an 
intermediary effect and the money effect is most importantly the 
result of money creation.** The leading position of the insurance 
sector in the conversion effect is also noteworthy.** After World War 


31. The money effect is a “weighted effect” since it represents moneyflows weighted 
by the average of the weights assigned to uses of funds. Without such weighting of the 
money effect, the conversion effect component of uses of funds contribution would be 
overstated and the money effect understated, for dishoardings or money creation result 
in weighted uses of funds in excess of variations in the money item. 


32. The asymmetry in the money effect, with money outflows resulting in a positive 
money effect and money inflows in a zero rather than a negative money effect, can be 
eliminated if we define the conversion effect so as to exclude those sources of funds which 
result in money inflows. The conversion effect would then measure the moneyflows effect 
of only those sources of funds that were actually spent. The money effect would measure 
the negative effect on moneyflows by not spending sources of funds. It too could be 
weighted by the weighted average of the weights for sources of funds. Although such a 
concept was employed in earlier thinking, it is now rejected since it seems arbitrary to 
exclude certain sources of funds in calculating the conversion effect just because these 
sources result in net money inflows. 


33. The fact that a conversion effect is ascribed to the bank sector has the implication 
that the bank sector behaves like an intermediary when it has real and indirect financing 
sources of funds. This is somewhat misleading since the money inflows resulting from 
sources of funds destroy means of payment rather than provide money balances which 
are subsequently transferred through uses of funds. 

But we run into serious problems if we question the conversion effect for the bank 
sector. First of all, such sources of funds do result in money inflows. Second, omission of 
sources of funds for the bank sector would logically require that the same transactions 
not be shown as uses of funds for non-financial sectors. It would be difficult to justify 
such omission for other sectors. 


34. The conversion effect for the insurance sector is somewhat overestimated because 
all insurance premiums are considered as indirect financing sources. The portion of in- 
surance premiums which represents operating expenses would more properly be treated 
as real sources of funds. The latter would carry the weight of three instead of the present 
weight of one. 
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II the insurance sector replaced the bank sector as the most impor- 
tant sector. The other two sectors considered also gained relatively 
at the expense of the bank sector. 

On the income-originating side of contribution, the bank sector 
dominates the four sectors. Unlike the proportion of uses of funds 


TABLE 1 


BANK SECTOR CONTRIBUTION 1939-53 
Cols. 1-6 in Billions of Dollars; 7-8 in Per Cents 


1 2 3 4 5 6 7 8 


Uses of Income 
Funds Originat- 
Contrib. ing as Per- 
Incre- AsPercent- centage 


Uses Net Conver- ment in age of of Four- 
of Money’ Weighted sion Income Means Four- Sector 

Funds Out- Money Effect Origi- of Pay- Sector Income 

Year Contrib. flows* Effectt 1-3 nating mentt Contrib. Originating 
1939.... $11.9 $ 4. $12.0 $-— .1 §$ .92 $ 4.1 65.4 46.2 
1940.... 17.5 6.3 16. 3.3 .95 4.9 74.8 48.0 
1941... 14.5 7.3 14.6 — .1 1.04 4.3 63.9 49.3 
1942.. 42.8 20.6 41.2 1.6 1.15 14.1 81.2 49.6 
1943. . 40.4 19.4 40.7 — .3 1.45 12.4 77.7 53.7 
1944. 44.0 20.7 43.5 so 1.68 19.3 73.6 57.5 
1945. . 37.9 16.2 34.0 3.9 2.00 12.8 69.3 61.9 
1946. . —96 —14.5 0.0 —9.6 2.18 —27.8  —282.4 62.1 
1947... 10.8 1.3 3.2 7.6 2.14 —12.1 40.6 56.5 
1948. 45 — .3 0.0 4.5 2.18 — 7.3 18.5 50.5 
1949. . 4 0.0 0.0 4 2.40 — 1.1 1.9 48.6 
1950. 12.1 6.4 14.7 —2.6 2.70 4.8 33.7 51.6 
1951.. 11.4 7.0 14.7 —3.3 2.98 — 2.6 30.2 54.5 
962.... 11.5 6.6 13.9 —2.4 3.35 4.6 28.9 54.7 
1953.... — .8 4 9 —1.7 3.644 -—1.3 — 2.7 54.5 


* Net money outflows when positive equal the net increase in the total means of payment defined as demand 
deposits adjusted, U.S. government balances, foreign bank deposits net, and currency outside banks. Negative 
amounts indicate net decreases in the total means of payment. 

t The weighted money effect is secured by multiplying positive values of net money outflows by the weighted 
average of the weights for uses of funds. This weighted average is calculated by dividing total weighted uses by 
total unweighted uses. When net money outflows are negative, the weighted money effect is considered to be 
zero. 


t The total means of payment as of the end of each year were deflated by the implicit price deflator for that 
year’s gross national product as given in the National Income Supplement, op. cit., p. 217. Annual changes in 
the real means of payment were then calculated. In order to express these changes in current dollar prices, 
changes in each vear were multiplied by the implicit price deflators for that year. Since net money outflows in 
column 2 are the actual changes in the means of payment, this column is not comparable with column 6. 

Sources: Data on uses of funds contribution were obtained from Flow of Funds, op. cit., Tables 28, 32, pp. 
183, 187. Because flow-of-funds data are not given separately for mutual savings banks and the postal savin, 
system, it was necessary to estimate the latter amounts and subtract them from the consolidated sector shown in 

‘able 32, p. 187. This was done on the basis of asset and liability data for the former institutions (Table 28, 
p. 183). In this table, annual increases in earned surpluses are reflected in the differences between changes in 
total assets and total liabilities. These surpluses were assumed to represent the excess of real sources over real 
uses of funds. Changes in financial asset and liability items were used to calculate direct financing uses and direct 
financing sources. These amounts—the excess of real sources over real uses, direct financing uses, indirect financ- 
ing sources—were then subtracted from real sources, direct financing uses, and indirect financing sources for 
the consolidated sector. In this way, data for the commercial bank—Federal Reserve Bank-Treasury monetary 
funds sector (banking sector) was obtained. The classification of flow of funds items into the different uses of 
funds categories and the weights attached to these different categories are indicated in footnote 28. 

Income originating in commercial banks has been estimated from data on factor payments for insured com- 
mercial banks found in the annual reports of the Federal Deposit Insurance Corporation. The data for factor 
payments include salaries—officers and employees—fees paid, and net profits before taxes. While our discussion 
above (see footnote 15) suggested the correctness of including interest on time deposits in bank income 
originating, this has not been done here. These data were then blown up for all commercial banks on the basis 
of ratios of asset holdings (average of January 1 and December 31 figures) found in the Federal Reserve Bulletin. 
Factor payment data for Federal Reserve Banks and the Board of Governors of the Federal Reserve System 
have been taken from the annual reports of the Board. 
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contribution, the bank sector proportion of income originating was 
higher in the postwar than in the prewar period. If we used a “gross 
product originating” concept instead of an “income originating” 
concept it would be appropriate to include the increment in total 
means of payment. The effect of including the means of payment in 
“gross product originating” would be to accentuate contribution 


TABLE 2 


MUTUAL SAVINGS BANK AND POSTAL SAVINGS CONTRIBUTION, 1939-53 
Cols. 1-5 in Billions of Dollars; 6-7 in Per Cents 


1 2 3 4 5 6 7 
Income 
Uses of Originat- 
Funds _ ing As Per- 
Contrib. centage of 


As Per- Four- 

Conver- centage of Sector 

Uses of Net Weighted sion Income Four- Income 

Funds Money Money Effect Originat- Sector Origi- 

Year Contrib. Outflows* Effectt 1-3 ating Contrib. nating 
are $ .4 $-— .2 $0.0 $ .4 $.04 2.2 2.0 
— .4 0.0 — 4 .04 -1.7 2.0 
4 om .1 .05 1.8 2.4 
1.6 0.0 1.6 .05 1.8 
2.8 4 2.4 .05 4.7 
2.6 0.0 0.0 2.6 .05 4.8 
— .2 0.0 .05 32.4 1.4 
ree 1.1 0.0 0.0 1.1 .07 4.5 1.6 
ae 1.0 0.0 0.0 1.0 .08 4.8 1.6 
1.5 .08 4.4 1.5 
1951. . 1.3 — .1 0.0 4.3 .09 3.4 1.6 
1.9 — 0.0 1.9 .10 4.8 1.6 
1953. 1.9 0.0 0.0 1.9 .10 6.4 


* Positive net money outflows represent{decreases_in:money holdings, negative outflows represent increases 
in money holdings. 


t See note t, Table 1. 


Sources: For uses of funds contribution, see Sources, Table 1. Estimates of income originating are based on 
wage and salary data for insured mutual savings banks found in the FDIC annual reports blown up for all 
mutual savings banks on the basis of ratios of asset holdings (average of the January 1 and December 31 fig- 
ures). The latter data were secured from the FederaljReserve Bulletin. 


when the increments in the means of payment are positive and to 
diminish relative contribution in years of decrease—most signifi- 
cantly in the year 1946. The increment in the means of payment are 
shown in column 6 of Table 1.” 


35. It would lead us beyond the scope of this paper to compare financial sectors with 
the rest of the economy. Briefly, however, while income originating for the four financial 
sectors never exceeds 3%, 1939-53, their uses of funds contribution exceeded that of all 
other sectors except for the contribution of the federal government which made a larger 
contribution in the war and postwar years. The dangers of exclusive reliance on income 
originating is clearly suggested. 

It should be pointed out that the uses of funds contribution for different sectors cannot 
be aggregated to give total contribution in the same way that income originating can be 
aggregated for the economy. Apart from statistical discrepancy, total uses of funds con- 
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IV. SumMarRY AND CONCLUSIONS 
In this paper we have attempted to evaluate the present treatment t 
of the means of payment in two important branches of social ac- t 
counting—flow of funds and national-income analysis. We have Ir 
suggested that the “social accounting approach” is a misleading one 
in flow-of-funds analysis since its acounting soundness depends on ‘ 
identifying the means of payment with the rather elusive notion of t 


“values” or “resources.” A clarity in concepts and consistency with 


TABLE 3 | 


SAVINGS AND LOAN CONTRIBUTION, 1939-53 
Cols. 1-5 in Billions of Dollars; 6-7 in Per Cents 
1 2 3 4 5 6 7 


Uses of Income 
Funds Originating 
Contrib. As Percent- 


Conver- As Percent- age of Four- | 
Uses of Net Weighted sion Income age of Four- Sector ' 
Funds Money Money Effect Origi- Sector Income 
Year Contrib. Outflows* Effectst 1-3 nating Contrib. Originating 
$ .4 $0.0 $0.0 $ .4 $.1 2.3 5.0 
4 0.0 0.0 A 1.7 3.1 
0.0 0.0 1 2.6 4.7 
— .1 0.0 3 4.3 
1943..... .6 0.0 0.0 1.2 3.7 
a 1.4 0.0 0.0 1.4 1 2.6 3.1 
1946..... 3.5 — 0.0 1.3 44.1 2.8 
1.9 0.0 0.0 1.9 ia 7.1 5.3 
1948..... 1.3 .1 0.0 1.3 5.3 4.6 
1949..... 1.2 = 0.0 5.8 4.0 
1950..... 1.4 — .1 0.0 1.4 ey 4.1 3.8 
2.3 — .1 0.0 2.3 6.1 
2.2 .1 0.0 2.7 6.8 4.9 
0.0 0.0 3.2 oa 10.8 4.5 
* See note *, Table 2. Changes of less than $50 million are considered zero changes. 


t See note ft, Table 1. 


Sources: Uses of funds contribution was estimated on the basis of data provided in Flow of Funds, op. cit., Y 
Table 44, p. 220. Income originating is based on the category of ‘‘other’”’ non-financial uses, line c, Table 44. 


the common sense meaning of moneyflows is secured if we place the 
means of payment outside the sources-and-uses statement proper. 
The benefits of not considering the means of payment as “sources 
of funds” for the bank sector carry over to the national income 
accounts. It then becomes much easier to consider interest receipts 
as “belonging” to the bank sector than as returns on moneys ad- 
vanced to, and reinvested by, the bank sector. The moneys-advanced 
point of view also obscures the “economic good” characteristics of 


tribution must necessarily equal zero. Positive contributions for some sectors are offset 
by negative contributions for others. The uses of funds measure can thus only be em- 
ployed for ranking purposes within the year and not for inter-year comparisons. 
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the means of payment. These characteristics have been recognized 
in contemporary monetary theory. Incorporation of increments in 
the means of payment into the national-income accounts would help 
to bring the latter accounts into line with recent theoretical develop- 
ments. 

Finally, a uses of funds measure of contribution was developed to 
supplement the usual “income originating” one. The treatment of 
the means of payment as outside the sources-and-uses statement 


TABLE 4 


INSURANCE SECTOR CONTRIBUTION, 1939-53 
Cols. 1-5 in Billions of Dollars; 6-7 in Per Cents 


1 2 3 4 5 6 7 
Uses of 
Funds Income 


Contrib. Originating 
As Percent- As Per- 


Conver- age of centage of 

Uses of Net Weighted sion Income Four- Four-Sector 

Funds Money Money Effect Onigi- Sector Income 

Year Contrib. Outflows* Effectst 1-3 nating Contrib. Originating 
a $ 5.5 $— .3 $0.0 $ 5.5 $ .93 30.2 46.7 
5.9 3 0.0 5.9 .89 25.2 44.9 
7.2 7.0 .92 3.7 43.6 
ee 8.7 a .6 8.1 1.02 16.5 44.0 
1943.... 9.4 — .2 0.0 9.4 1.10 18.1 40.7 
1944...... 11.8 on 4 11.4 1.09 19.7 37.3 
12.8 0.0 12.8 23.4 33.4 
Ore 10.4 on 0.0 10.4 1.18 305.8 33.6 
13.2 — .4 0.0 13.2 49.6 36.9 
Se 17.4 0.0 0.0 17.4 1.87 71.6 43.3 
18.0 — 0.0 18.0 2.26 87.8 45.7 
18.9 — .2 0.0 18.9 55.8 43.0 
Soe 22.8 — .2 0.0 22.8 2.20 60.3 40.2 
a 23.7 — .2 0.0 23.7 2.37 59.5 38.7 
a 25.4 — .2 0.0 25.4 2.64 85.5 39.5 


* See note 1, Table 2. 
t See note 2, Table 1. 
Sources: Uses of funds contribution has been estimated on the basis of data provided in Flow of Funds, 


op. cit., Table 38, p. 207. Income originating in the insurance sector is derived from National Income Supple- 
ment, op. cit., line 48, p. 177. 

makes it possible to analyze the uses of funds contribution of finan- 
cial institutions into “money” and “conversion” effects. The depend- 
ence of the bank sector on the size of the money effect is clearly seen 
from the tabular data. The relative importance of the bank sector 
has tended to decline because of a decline in the money effect and 
because of the increased importance of the conversion effect for 
other sectors, particularly the insurance sector. In terms of income 
originating, the bank sector has been the leading financial sector 
over the period studied. Treatnig the means of payment as part of 
the product of the bank sector serves to increase further the relative 
contribution of the bank sector in periods of money expansion. 
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MORTGAGE WAREHOUSING 


Jack GUTTENTAG 
Federal Reserve Bank of New York 


TOWARD THE END of 1954 and in early 1955 there were reports that 
certain commercial banks were channeling an unusually large vol- 
ume of short-term credit into the mortgage market in the form of 
loans to non-bank real estate lenders (so-called “warehousing” 
loans). A special survey undertaken by the Board of Governors of 
the Federal Reserve System in the summer of 1955 showed that a 
marked increase in the volume of warehousing loans had indeed 
taken place, from about $600 million in August, 1954, to $1,400 
million in August, 1955.’ Since the volume of long-term real estate 
lending already was at unprecedentedly high levels, this additional 
influx of short-term credit aroused considerable concern in some 
quarters lest its impact prove inflationary. Among those reported as 
being disturbed was the then president of the Federal Reserve Bank 
of New York, Mr. Allan Sproul, who held private “cautionary talks” 
(probably some time in early July) with some of the large New 
York City commercial banks.” 

When the action of the New York Federal Reserve Bank became 
generally known, a storm of controversy arose, apparently due in 
considerable part to its misinterpretation by the press and by some 
members of the mortgage and building industries. According to news- 
paper reports the “Fed” wished to curb all forms of warehousing 
and had threatened to withdraw the discount privilege from errant 
banks.® A leading spokesman for the mortgage and building indus- 
tries claimed that the action of the “Fed” might promote a “severe 
crisis in home building”;* a congressional investigating committee 
early in October placed the subject of mortgage warehousing in 

1. Federal Reserve Bulletin (September, 1955). These figures refer to loans at weekly 


reporting member banks. The results of later warehousing surveys were published in the 
December, 1955, and March, 1956, issues of the Federal Reserve Bulletin. 


2. Commercial banks in the Second Federal Reserve District held about one-fourth of 
the total volume of warehousing loans outstanding in August, 1955. 


3. Cf. George Cruikshank’s article in the Wall Street Journal (July 29, 1955), and 
House and Home (August, 1955), p. 44. 


4. Statement of Thomas Coogan, past president of the National Association of Home 
Builders, as quoted by George Cruikshank. 
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general, and the action of the New York Federal Reserve Bank in 
particular, high on its list of topics needful of immediate investiga- 
tion. 

When the smoke had cleared it was evident that a crisis in real 
estate financing was not to materialize. Mr. Sproul clarified his ac- 
tion in a letter (written September 12, but not released for publica- 
tion until late in October) to Representative Rains, chairman of the 
Congressional investigation committee.” In November, House and 
Home reported that Mr. Sproul had not attacked warehousing in- 
discriminately and had not threatened to withdraw the discount 
privilege from banks which continued the practice. In the meantime, 
the volume of warehousing loans by the weekly reporting member 
banks rose from $1.4 billion in August to $1.6 billion in November 
and then fell back to $1.4 billion in February, 1956. 

The warehousing controversy made at least one positive contribu- 
tion. It focused public attention on a heretofore little-known but 
important aspect of mortgage finance. Those acquainted with the 
technical aspects of warehousing were called upon to explain the 
practice, and if their explanations were interlarded with partisan 
praise, we are nevertheless indebted to them for supplying knowl- 
edge of many of the pertinent facts.° 

As a final comment on the merits of the arguments advanced 
during the warehousing controversy, it may be said that the issue 
was never really joined. Those who defended the practice contended 
that warehousing performs certain socially useful functions (which 


5. Said Mr. Sproul, “My cautionary talks with some of the commercial banks in this 
community, to which you refer, related to possible abuses in the use of bank credit under 
the general caption of ‘warehousing mortgages,’ not to the appropriate and customary 
uses of bank credit in financing the home building industry. . . . So far as individual 
situations are concerned, the banks to which I talked presumably know the difference 
between the customary and proper short-term uses of commercial bank credit in helping 
to finance the home building industry, and the possible abuses of such financing which 
some of them had reported to me. These are decisions, however, which only the indi- 
vidual lender can make, having knowledge of all the facts. I could not, if I would, try to 
tell the banks what particular loans should or should not be made to finance the needs 
of the building industry.” Letter from Allan Sproul to Representative Rains, published in 
Investigation of Housing, Hearings before the Subcommittee on Housing of the Commit- 
tee on Banking and Currency, House of Representatives, Part 1, October, 1955, p. 119. 


6. In particular, see the testimony of Thomas P. Coogan and John Scully (the latter 
is vice-president of the Chase Manhattan Bank) published in Investigation of Housing, 
pp. 101-9. Fragmentary information also is available on warehousing from the follow- 
ing sources: “The ‘Why’ and ‘How’ of Mortgage Warehousing,” Burroughs Clearing 
House (October, 1955); “Mortgage Warehousing” by George A. Mooney, Banking 
(January, 1956) ; Mortgage Credit and FHA Multifamily Housing (Report No. 2 of the 
Subcommittee on Housing of the Committee on Banking and Currency of the House of 
Representatives, Government Printing Office, 1956), pp. 8-13; and “Mortgage Ware- 
housing in Retrospect,” Monthly Business Review (Federal Reserve Bank of Cleveland, 
October, 1956). 
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is true) and that it tends im general to stabilize the volume of mort- 
gage investment. This latter contention is somewhat dubious, but 
even assuming that it is true, it would not be inconsistent with the 
proposition that warehousing can be inflationary im a particular situ- 
ation—which was the position assumed by Mr. Sproul and other 
public officials who were concerned with the matter. At the same 
time the attempt to restrict the volume of warehousing credit would 
appear to be subject to a more-or-less standard criticism which has 
been levied against all types of selective credit controls, viz., that 
such controls serve to transfer credit from one sector of the economy 
to another, but do not reduce the over-all volume of credit. How- 
ever, serious questions may be raised with respect to the validity of 
this criticism. 

This paper is divided into four parts: Part I provides a compre- 
hensive description of the various types of warehousing arrange- 
ments; Part II examines some of the social benefits arising from 
the existence of warehousing facilities; Part III considers the rela- 
tion between warehousing, economic stability, and inflation; and 
Part IV analyzes the argument that in an inflationary situation it is 
inappropriate, if not useless, to attempt to curb warehousing credit. 


I. Types oF WAREHOUSING’ 


Mortgage warehousing may be defined as the granting of interim 
loans by commercial banks to non-bank real estate lenders. The 
commodity connotation of the term “warehousing” arises from the 
temporary nature of the advance; it is intended that the commercial 
bank will transfer the loans within a reasonably short time from its 
“warehouse” to the permanent lender. From two to four different 
lenders are involved in such a transaction. The first two types of 
warehousing described below involve a mortgage company, the com- 
mercial bank which makes the interim loan, a final investor, and 
possibly a second commercial bank to provide construction financ- 
ing. A third type of warehousing loan involves only the bank making 
the loan and the final investor. 

It is convenient to distinguish among three general types of ware- 
housing loans. First there is the “committed-technical” warehousing 
loan which banks have been making for many years. Such a loan is 
made to a mortgage or real estate company having limited resources. 
Its purpose is to provide financing for this lender during the period 

7. This section closely follows the description of warehousing in the article on “Com- 


mercial Banks in the Mortgage Market,” in the April, 1956, Monthly Review of the 
Federal Reserve Bank of New York. 
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between the time he must make payment to the builder (for the 
accounts of home purchasers) and the time he can deliver completed 
mortgages to a final investor who contracted beforehand to purchase 
them. The duration of such a loan is limited to that necessary for 
the real estate lender to complete the legal and administrative details 
incident to the preparation of a complete mortgage “package’”*— 
generally not more than six months. 

One characteristic of committed warehousing of this type is that 
from the point of view of the bank it resembles the traditional self- 
liquidating loan. To be sure, the warehousing loan facilitates the 
movement of funds rather than that of goods. However, it is a short- 
term loan, the duration of the loan is more or less determined by 
“technical” factors, and in a sense the loan can be said to liquidate 
itself automatically. 

A second type of warehousing loan—the “uncommitted-technical”’ 
loan—is identical to the first type except that at the time the loan 
is made there exists no take-out commitment from a permanent in- 
vestor. There are two types of uncommited warehousing loans which 
from the point of view of the bank differ mainly in the amount of 
risk which the bank assumes. In the first and most common case, the 
loan is made with recourse against the real estate lender. This is a 
case of a simple line of credit advanced to a real estate lender with 
the mortgages generally pledged as collateral. At the end of the loan 
period the real estate lender must take up the mortgages. By this 
time, however, he will in most cases have found another (final) 
lender. 

8. The nature of these details has been well set forth by Mr. John J. Scully of the 
Chase Manhattan Bank (before the Subcommittee on Housing of the Committee on 
Banking and Currency, House of Representatives, Investigation of Housing 1955, 
October 6, 1955) as follows: 

“There are many factors and conditions which have to be met in the interval before 
the transaction under the commitment is completed. It is necessary for the mortgage 
originator in the first instance to close the mortgage loan and have the credit of the 
owner of the property approved by the permanent investor. 

“The documents securing the loan, such as the mortgage or deed of trust, have to be 
recorded. There will be a period of time elapse between the actual delivery of that 
document to the recording office and the time that it is returned by it to the mortgage 
originator. The title policy or counsel’s opinion as to the validity of the title also requires 
a lapse of some time before that is ready to put in the package. 

“The VA guarantee or the FHA insurance usually requires longer intervals of time 
before that has been completed and returned to the mortgage originator. The fire insur- 
ance policies and many other documents also require some time to be put in final form. 
All these many necessary elements have to be completed and a package made up contain- 
ing all these documents in final form to be shipped with several others to the permanent 
investor. 

“This all may take, depending upon the activity in the particular area, from a month 
to five or six months to complete. The documents are then forwarded to the investor, 


examined by their counsel, and if found in order, payment for the mortgage is then 
made under the original commitment.” 
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In some situations the mortgage company may not wish to assume 
the risk of having to take over the mortgage if a final lender cannot 
be found. In this event the commercial bank may accept the mort- 
gage without recourse against the real estate lender. The bank ware- 
houses the mortgages and also agrees to become the permanent 
holder if the real estate lender cannot sell the mortgages to another 
investor. The commercial banks’ obligation in this type of arrange- 
ment is called a “standby” commitment,” since the bank “stands by” 
to accept the mortgages if they cannot be disposed of elsewhere. For 
this promise the bank charges a fee.’° 

In the absence of a take-out commitment from a permanent lend- 
er banks seek to protect themselves by limiting advances to an 
amount less than the market value of similar mortgages available 
for immediate delivery. In the case of a standby arrangement, this 
practice also serves the purpose of giving the mortgage company an 
incentive to find another buyer by the time the package is completed. 

Uncommitted warehousing loans have certain of the characteris- 
tics of permanent real estate loans in that the bank places itself in 
a position where it may have to take over the permanent loan. Espe- 
cially in the case of a standby, such loans are a hybrid of short-term 
and permanent real estate financing. 

A third type of warehousing loan, which first came into prominence 
in late 1954 and 1955 as a result of several very large individual 
transactions, can be called “committed-institutional” warehousing. 
Loans of this type are made directly to large institutional investors 
rather than to real estate or mortgage companies and are designed 
to augment temporarily the institutions’ customary sources of funds. 
Such loans provide investors with additional flexibility in relating 
their mortgage investments and commitments to their net inflow of 
funds. The duration of the loans is not limited to the period required 
to complete a “technical” process, as is customary in the case of 
interim loans to real estate or mortgage companies. Typical transac- 
tions have involved maturities of twelve or eighteen months, with 
the borrower having the option of paying sooner. 

The foregoing classification of warehousing loans does not corre- 
spond with the classification used by the Board of Governors of the 
Federal Reserve System in its warehousing surveys. The Board 


9. For a detailed exposition of the mechanics of the standby commitment, cf. Mort- 
gage Market News and Comment (Pringle-Hurd and Co., Inc., September 20, 1954). 


10. In this type of arrangement the actual credit extension need not be handled by the 
bank issuing the standby. The mortgage company may use a standby commitment from 
one bank as a means of obtaining credit from another bank. It should be noted that other 
lenders also are active in the business of providing standby commitments, e.g., the savings 
and loan associations. 
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asked banks to report the type of credit—whether it was a collateral 
loan, an unsecured loan, or a purchase-resale arrangement—and also 
the class of borrower. On November 16, 1955, warehousing credit 
advanced to mortgage brokers amounted to $1.2 billion or about 
three-fourths of the $1.6 billion total of such credit outstanding. 
More than 90 per cent of the credit advanced to brokers was of the 
collateral loan type. In general, loans to brokers correspond to “tech- 
nical” loans of the two types described above. The remaining $0.4 
billion were mainly loans of the “committed-institutional” type, with 
insurance companies the principal borrowers. 


II. Soctiat BENEFITS OF WAREHOUSING 


In this section we will examine some of the indirect social benefits 
deriving from warehousing, leaving aside the important question of 
the relationship between warehousing and economic stability. Since 
the latter question is the only one which is relevant to “committed- 
institutional” warehousing, this section will be concerned exclusively 
with “technical” warehousing. 

To begin with, it is clear that in most cases warehousing credit of 
some form or other is necessary if the mortgage company is to re- 
main in business.’? Hence, if the existing division of functions be- 
tween the mortgage company and the savings institution is a more 
efficient arrangement than if the savings institution had to undertake 
the tasks now performed by the mortgage company—and this is cer- 
tainly a reasonable presumption—the provision of warehousing cred- 
it leads to socially desirable results. 

Uncommitted warehousing may, in addition, play an important 
role in overcoming imperfections in the mortgage market. There is 
no central market place or organized network of dealers through 
which mortgage brokers can readily obtain quotations on the price 
of take-out commitments on given types of mortgages for delivery 
some specified time in the future. The process of “shopping around” 
for the best price takes time. With an uncommitted warehousing 
loan the broker may use the period during which the package is 
being prepared to shop. Without such a loan, it might be necessary 
either to accept a take-out at an excessively high price or delay 
construction while the market is canvassed.’* 

Uncommitted warehousing also facilitates the shifting of market 

11. Financia! data on mortgage companies have recently become available for the first 
time through the efforts of Saul Klaman (Financial Research and the Problems of the 


—_— Annual Report of the National Bureau of Economic Research, May 19, 1957, 
p. 38). 


12. Construction must be delayed because without a commitment of some kind it is 
usually impossible to obtain construction financing. 
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risks. Consider the following hypothetical case. Assume that mort- 
gages of a given type available for immediate delivery can be sold 
at 100 but that the current price for delivery in one year is 98. If 
the broker feels that two points is an excessive charge for the assur- 
ance of a certain future price, the non-committed warehousing loan 
permits him to assume the interim risk of a price decline himself. 
If the warehousing loan is a standby, then the broker is taking an 
intermediate position, setting a limit to his losses by the payment to 
the warehousing bank of a portion of the difference between the 
price for immediate and the price for future delivery. Any residual 
risk would be borne by the bank. 

Risk shifting of this type would seem to be socially desirable, if 
only because the brokers and the warehousing institutions are will- 
ing to accept a smaller “insurance premium” than permanent inves- 
tors. However, to the extent that banks are bearing this risk there 
is the danger that due to miscalculation or to a sudden weakening 
in the mortgage market they will suddenly find themselves holding 
more mortgages than they wish. This leads us to the stability prob- 
lem which will now be considered. 


III. WAREHOUSING AND STABILITY 


Does the provision of warehousing credit tend to stabilize the flow 
of funds into mortgages? No data exist which bear directly on this 
question, so that we can offer merely a few conjectures. 

From the point of view of cyclical stability, it is likely that “com- 
mitted-technical” warehousing is neutral in its effect simply because 
the provision of such credit is dependent upon the existence of long- 
term funds already earmarked for mortgage investment by savings 
institutions. The short-term credit advance is not an initiating or 
causal element in the complex of decisions which determine the 
volume of mortgage investment. However, such credit does play a 
role in adjusting the seasonal pattern of mortgage credit demands to 
the somewhat different pattern characteristic of the net flow of funds 
into savings institutions. 

Warehousing credit of the “uncommitted-technical” and “com- 
mitted-institutional” types plays a more active role in the mortgage 
investment process. To demonstrate that the provision of such credit 
exerts a stabilizing effect it is necessary to show that in the absence 
of such warehousing facilities the supply of mortgage funds in gen- 
eral would tend to be less stable than the demand. This has probably 
been the case throughout most of the post-World War II period. 
The factors determining the demand for credit—population and 
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household growth, the level and distribution of income, etc.—have 
been relatively stable from year to year. The supply of credit, on the 
other hand, has at times changed quite markedly over fairly short 
periods in response to such developments as changes in the demand 
for external financing by business, and changes in Federal Reserve 
policy. There is thus a prima facie case for assuming that ware- 
housing has a stabilizing effect on the flow of funds into mortgages. 
However, this conclusion is subject to two important qualifications. 
First, it is necessary that the supply of warehousing credit itself be 
stable, or at least that it be more stable than the supply of long-term 
mortgage credit. In this regard serious questions can be raised with 
respect to the “non-committed-technical” type of warehousing. Un- 
foreseen market developments or a miscalculation by the banks could 
find them suddenly holding more mortgages than they wish. It is 
reasonable to presume that such a development would cause a sud- 
den drying up of this type of credit. Indeed, such credit may be rel- 
atively unstable even without any drastic shocks.” 

The second qualification is that, although the supply of funds 
may, in general, be less stable than the demand for funds, in specific 
situations demand may be the dynamic factor. If warehousing credit 
is used to satisfy a sudden and marked increase in demand under 
full employment conditions, the provision of such credit would be 
inflationary. This is to say that warehousing could be generally sta- 
bilizing and still be inflationary in a particular situation. When pro- 
ductive resources are in short supply, al/ additional credit expansion 
(including the expansion of all types of warehousing credit) is in- 
flationary. 

It would not be necessary to restate this fundamental if the ware- 
housing issue had not been confused by the revival of an ancient 
and fallacious proposition, viz., that what is “sound banking prac- 
tice” from the point of view of the individual bank cannot be infla- 
tionary. Some types of warehousing loans may be inflationary, it is 
said, but those which are “sound loans” cannot be so. This faulty 
reasoning has a moralistic flavor about it and is reminiscent of the 
“real bills” doctrine in its focus on the use made of the initial credit 
advance. The possibilities of multiple credit expansion are ignored 
as is the question as to whether resources are available to increase 
output. The latter consideration, rather than the character of the 


13. Mr. Scully’s remark at the Rains’ hearings, that the Chase Manhattan Bank had 
“shut down” (not “reduced” or “curbed”) its activities of this type because “we reached 
the volume of mortgage credits that we felt we could properly and judiciously carry... ,” 
is suggestive (Hearings, p. 108). 
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initial advance, determines the ultimate economic impact of the 
advance. 

Those who insist on analyzing the situation from the point of 
view of the nature of the initial advance may object that in the case 
of a “committed-technical” loan, long-term funds have been ear- 
marked for the transaction so that mortgage investment cannot ex- 
pand beyond the limits imposed by the volume of funds currently 
available to savings institutions, whereas in the case of “non-com- 
mitted-technical” and ‘‘committed-institutional” loans, no such lim- 
itation exists.’* This distinction implies, however, not that “com- 
mitted-technical” loans are less inflationary but that such loans will 
tend to bear a relatively constant relationship to the aggregate vol- 
ume of currently available long-term funds. That is to say, such 
loans have little potential for independent expansion, and their vol- 
ume is likely to be relatively stable. The other types of warehousing 
loans, on the other hand, can expand relatively independently of the 
total volume of long-term funds which are immediately (or even 
foreseeably) available. However, when the volume of “committed- 
technical” loans does change, the effect must be the same as in the 
case of any other type of credit. 


IV. CurBs ON WAREHOUSING 


Restrictions on warehousing credit may appear to be subject to a 
standard criticism which has been made of all types of selective 
credit controls. It is commonly alleged that such controls have no 
effect on the total volume of credit, but merely shift funds from one 
sector of the economy to other sectors. As one illustration of this 
line of thought, the following statement of the (1952) Subcommittee 
of the Joint Committee on the Economic Report may be noted: 

Selective credit controls reduce the amount of credit used for specific purposes 
without increasing the cost or decreasing the availability of credit generally .. . 
selective credit controls have the a priori disadvantage that they tend to transfer 


the use of credit from more-wanted to less-wanted channels as measured by the 
normal criteria of the price system.'5 


More recently Milton Friedman has repeated this argument: 


The relevant total, from the point of view of aggregate demand, is credit of 
all kinds. Given the general credit situation, expansions and contractions in con- 


14. This may be the distinction assumed in Review of Federal Housing Programs 
(Report of the Subcommittee on Housing of the Committee on Banking and Currency, 
U.S. Senate, 1956), p. 5. 


15. Monetary Policy and the Management of the Public Debt (Report of the Subcom- 
mittee on General Credit Control and Debt Management of the Joint Committee on the 
Economic Report, Washington, 1952), pp. 36, 37. 
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sumer credit are in a large part bound to be at the expense of other types of 
credit.16 


If this point of view is correct, restrictions on warehousing credit 
would not result in any lessening of inflationary pressures but would 
merely handicap the construction sector in competing with other 
sectors for resources. In view of the fact that the claims of the 
construction sector are generally given a high social priority,’ such 
action might appear to be inappropriate. 

There are two replies to this position. The first is that inflationary 
pressures in mid-1955 probably were stronger in the construction 
sector of the economy than in most other sectors. Wholesale prices 
of building materials and components for construction rose by 3.9 
per cent between 1954 and 1955 compared with a rise of 1.9 per cent 
for materials and components used in the manufacturing industry. 
Between the second quarters of 1954 and 1955, the rise in costs for 
these two groups, respectively, was 3.3 per cent and 0.9 per cent.'* 

Secondly, the argument that the closing off of one loan outlet 
would have no effect on the total volume of credit but would merely 
shift funds from one sector of the economy to another sector rests 
on the assumption that the total supply of loanable funds is com- 
pletely inelastic. However, the conditions under which such inelas- 
ticity would exist are rather remote from most of our recent experi- 
ence. First, it would be necessary that all money “surpluses” be 
already drawn into active circulation, which implies that the 
liquidity of financial institutions and other economic sectors as well 
has been eroded to the bare minimum.’® Second, it would be neces- 

16. Milton Friedman, “Consumer Credit Control as an Instrument of Stabilization 
Policy,” published in Consumer Instalment Credit (Conference on Regulation, National 


Bureau of Economic Research for the Board of Governors of the Federal Reserve System, 
Government Printing Office, Washington, 1957), p. 85. 


17. It is national policy that “every American family” have a “decent home” (see the 
Declaration of National Housing Policy as set forth in the Housing Act of 1949). 


18. Figures are from the Bureau of Labor Statistics as reported in the 1956 Economic 
Report of the President, p. 123. Chairman Martin of the Federal Reserve Board of Gov- 
ernors also makes the point that pressures were unusually strong in the construction field 
in his testimony before the Subcommittee of the Committee on Banking and Currency, 
U.S. Senate, November 28, 1955. (This testimony is published in the hearings before that 
Subcommittee entitled, Mortgage Market Problems, Government Printing Office, 1955.) 


19. It may be easier to conceive of a situation in which the supply of loanable funds 
would be completely elastic; in the early postwar period such a situation, or one closely 
approximating it, existed in actuality. With the portfolios of all financial institutions 
swollen with low-yielding government securities, the prices of which were “pegged” by 
the Federal Reserve System, these institutions were eager to liquidate their Governments 
in whatever volume was needed to meet private credit demands. For all practical pur- 
poses this situation describes a horizontal loanable funds schedule. Under circumstances 
such as these selective credit controls will reduce the total volume of credit by the same 
amount that they reduce the volume of the specific types of credit covered by the con- 
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sary that the banks borrow from the Federal Reserve System 
to an absolute limit of some kind, so that the volume of bank indebt- 
edness would no longer be responsive to further increases in the de- 
mand for bank credit. It will be argued that neither of these condi- 
tions existed in 1955. Hence, if the curbs on warehousing were effec- 
tive, they had the result of keeping the total volume of credit below 
what it would have been otherwise rather than merely transferring 
mortgage credit to other uses. 

The most important source of elasticity in the total supply of 
loanable funds in 1955 was the substantial volume of inactive money 
“surpluses” dispersed throughout the economy which could be chan- 
neled to the point of greatest demand through the machinery pro- 
vided by the government securities market. The focal point of such 
demands was the commercial banking system, which liquidated more 
than $7 billion of government securities during the year. As pointed 
out by Smith, in all probability funds obtained in this way otherwise 
would have been held idle. 


Commercial banks, besieged by demands of their customers for loans, may 
sell Government securities. When these securities are purchased by nonbank in- 
vestors, deposits are liquidated, and when the banks make loans to customers, 
the deposits are recreated. The deposits that are destroyed as a result of the sale 
of securities are idle balances, unless the rise in interest rates caused by the 
security sales induces households or firms to reduce current expenditures in order 
to buy the securities. This latter possibility seems rather remote, and it seems 
safe to assume that it is largely inactive balances that are eliminated.?° 


The behavior of non-financial corporations in 1955 is a good case 
in point. Corporations acquired over $4 billion of government securi- 
ties in 1955, or more than half the amount liquidated by the banks. 
It is difficult to believe that in order to acquire these securities (with 
their return of less than 3 per cent) the corporations reduced their 
spending below what it would have been otherwise, at a time when 
both sales and profits were increasing rapidly. On the contrary, it 
would appear that these Governments were acquired as a temporary 
investment for funds which were not needed currently, reflecting in 
part the marked increase which occurred during the year in the 


trols. There will occur no shifting of funds to uncontrolled sectors because the demands 
of these other sectors will be met in any case. In this sense it is true to say that (given 
their “bite’”) selective credit controls are most effective in influencing aggregate credit 
extensions under conditions where general credit controls are least effective. This is not 
inconsistent with the generally held view that because selective controls cannot be made 
to cover enough types of credit or to “bite” hard enough, they would be an inadequate 
substitute for general controls under these conditions. 


20. Warren L. Smith, “On the Effectiveness of Monetary Policy,” The American Eco- 
nomic Review (September, 1956), pp. 601-2. 
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volume of both internal and external sources of corporate funds.** 

It may be noted that in the transfer of funds from inactive to 
active users, each participant must have excess liquidity. In the case 
illustrated above, the liquidity position of the corporations had to be 
sufficiently strong that they were willing to acquire Governments 
and relinquish cash, while the liquidity position of the banks had to 
be sufficiently strong that they were willing to exchange Govern- 
ments for loans. As liquidity positions are eroded, it becomes neces- 
sary to offer larger and larger rewards, in the form of higher interest 
rates, to induce holders of cash to relinquish it—which is to say that 
the total supply of loanable funds becomes less and less elastic. 
However, there is little evidence to suggest that any substantial in- 
elasticity developed in 1955, partly, as Smith*? points out, because 
during the preceding period of monetary ease banks were enabled 
to increase their liquidity by acquiring a substantial volume of Gov- 
ernments (and, we may add, by paying off their indebtedness to the 
Federal Reserve System). 

A second and quantitatively less important source of elasticity in 
the total supply of loanable funds in 1955 was the responsiveness 
of bank borrowing from the Federal Reserve System to the total 
demand for bank funds, reflecting in part the fact that the volume 
of bank indebtedness was very small to begin with. On a weekly 
average basis the volume of bank borrowing never exceeded $400 
million during 1954, and was below $200 million during the third 
quarter of that year. As the volume of bank loans began its rapid 
expansion in the last quarter of 1954, bank borrowing tended up- 
ward also, reaching a high of $1.2 billion in November, 1955. 

That there existed considerable elasticity in the total supply of 
loanable funds in 1955 does not mean that such a situation must 
always exist. Indeed, it would appear that there has been something 

21. Of course, this oversimplifies a complex problem that can be treated fairly only 
within the framework of a complete sources-and-uses-of-corporate-funds analysis. Such 
an analysis is beyond the scope of this paper, but the principal factors involved are clear 
enough. The volume of internal funds available to corporations increased markedly in 
1955 (by $4.6 billion) reflecting in the main an increase in retained profits. In addition, 
the volume of federal income tax liabilities, against which it is the practice of many cor- 
porations to hold Governments as a reserve, rose by $2.8 billion. Plant and equipment 
expenditures, on the other hand, rose only slightly above the 1954 level, but a substantial 
volume of such outlays was planned for the following year. In 1956, the volume of in- 
ternal funds rose by less than $1 billion while income tax liabilities declined by $1 billion. 
However, plant and equipment expenditures increased by almost $6 billion. With spend- 
ing substantially higher and the volume of funds available from operations unchanged, 
the corporations in 1956 liquidated all the government securities they had acquired in 
1955. (Figures on corporate sources and uses of funds through the first half of 1956 may 
be found in “Financing Corporate Expansion in 1956” by L. F. McHugh, Survey of Cur- 


rent Business (October, 1956], p. 12; estimates for the complete year 1956 can be found 
in the 1957 Economic Report of the President, Table E-53.) 


22. Smith, op. cit., p. 603. 
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of a secular erosion of liquidity ever since the end of World War II. 
Even by 1955 the savings and loan associations had about reached 
their minimum liquidity level,** and in the following year it was 
apparent that a “squeeze” had become quite general.** It is signifi- 
cant that the commercial banks did not increase their indebtedness 
to the Federal Reserve System during 1956 and their liquidation of 
government securities was less than half as large as during the pre- 
vious year, while yields rose much more sharply than in 1955. These 
facts suggest that in 1956 the supply-of-loanable-funds curve may 
have become less elastic than at any time during the last two decades. 
Under such conditions, there is much more validity to the argument 
that selective credit controls would merely shift funds from one sec- 
tor of the economy to another sector, and that such controls must 
therefore be justified on the grounds that it is desirable to effect 
such a transfer of credit and resources. 


SUMMARY AND CONCLUSION 


In general, warehousing credit has developed in response to the 
needs of an evolving national mortgage market. The practice of 
warehousing helps to overcome certain barriers to the smooth func- 
tioning of this market such as the inconveniently small size of the 
individual home mortgage, the lack of adequate market information, 
and the absence of a class of specialized risk takers or “speculators.” 
Although the evolving of this specialized type of credit clearly has 
been in response to real needs, like all credit it is subject to abuse. 
Indeed, when resources are fully employed further extensions of 
warehousing credit (or any other type of credit) are inflationary no 
matter how functional such credit may appear in the light of general 
considerations and no matter how “sound” any individual transac- 
tion may appear in itself. When such conditions arise the control of 
warehousing credit may aid in reducing inflationary pressures, as- 
suming the total supply of loanable funds is not inelastic, which 
generally (prior to 1956 at least) has been a reasonable assumption. 
Of course, serious questions may be raised as to the best method of 
control. However, it should be borne in mind that when the credit 
involved is a narrowly specialized type about which little is known 
(except perhaps that it is growing too rapidly), and when prompt- 
ness is of the essence, controls of an informal moral suasion type 
may be the only controls practicable. 


23. Cf. “Savings and Loan Associations in the Mortgage Market,” Monthly Review 
(Federal Reserve Bank of New York, July, 1956). 


24. Cf. “Savings Institutions Less Liquid,” Business Conditions (Federal Reserve Bank 
of Chicago, January, 1957). 
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PROFIT-PLANNING AND THE FINANCE FUNCTION 


SIDNEY RoBBINS AND Epwarp Foster, JR. 
Columbia University and University of Toledo 


IT Is OUR BELIEF that the attention given to profit-planning in the 
literature on business finance does not reflect its importance to the 
financial activities of the modern business firm. For this reason, at 
least in part, we feel that students of finance have not made the 
contribution to this area of analysis that is justified by their back- 
ground and interests. In order to sustain this position, we endeavor 
in this paper to evaluate the importance of the profit-planning as- 
pects of the finance function as practiced in business today; to dis- 
cuss some tools of profit-planning, particularly the break-even point, 
which are often employed by business firms in their financial analy- 
ses; and finally to demonstrate the relationship between the individ- 
ual-product and over-all break-even points in order both to clarify 
this problem and to show how the application of some simple ana- 
lytic techniques may improve the results of accounting presentations. 


I. A RE-EXAMINATION OF THE FINANCE FUNCTION 
THE CURRENT STRESS IN THE FINANCE FUNCTION 


A “balance-sheet” approach, centered upon cash management and 
the financing of the long- and short-term requirements of business, 
dominates current discussions of the finance function. This attitude 
may be noted in the definition by Howard and Upton and quoted 
by Dauten in a recent paper on this subject. 

For the purpose of the present text we shall broaden the concept somewhat by 
defining finance as that administrative area or set of administrative functions in 
an organization which have to do with the management of the flow of cash so 
that the organization will have the means to carry out its objective as satisfac- 
torily as possible and at the same time meet its obligations as they become due.! 


Even when consideration is given to the so-called “new” viewpoint 
in business finance, the bias is in the same direction. For example, 
in considering this subject, Weston distinguishes between “. . . the 
traditional approach, which emphasized major episodic decisions 

1. Howard and Upton, /ntroduction to Business Finance (New York: McGraw-Hill 


Book Co., Inc., 1953), pp. 3-4; Carl A. Dauten, “The Necessary Ingredients of a Theory 
of Business Finance,” Journal of Finance (May, 1955), p. 109. 
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. . . [and] the day-to-day responsibilities of the financial manager 
in working capital administration, cash budgeting, capital budgeting, 
short-term financing techniques, etc.” The perspective is still largely 
limited to the balance sheet; the distinction made is between sporad- 
ic, long-term financing problems and the recurring short-term de- 
cisions that must be made. 


REASONS FOR THIS VIEWPOINT 


This preoccupation with asset administration and financing is to 
be expected. Cash is the net outcome of the activities of a business. 
When a firm functions efficiently, the operating cycle moves smooth- 
ly through its cash-inventory-receivables-cash stages and final deci- 
sions are concerned with the distribution of cash residua through 
appropriate channels. If the cycle is interrupted or the flow distorted, 
financing problems ensue that may have grave consequences to the 
enterprise if not adequately worked out. 

The traditional financial executive of a company is the treasurer. 
This office was characteristically included in the by-laws along with 
the president and secretary. Because the availability of cash funds 
was recognized as imperative for financial health, the functions of 
the treasurer were largely confined to insure this end, through giving 
him the responsibility to plan and arrange for the administration of 
cash along with other assets and to maintain the necessary banking 
relations for this purpose.* In essence, therefore, the finance func- 
tion, as generally described, is largely identified with duties asso- 
ciated with the treasurer of a business firm. 


THE ROLE OF PROFIT-PLANNING IN THE FINANCE FUNCTION 


It is curious that profit-planning occupies such a minor role in 
these discussions of the finance function. Economists have long con- 
sidered the importance of profit-maximization in influencing business 
decisions. Whether or not this aim is the pre-eminent consideration 
or is being supplanted by a more balanced desire to attain stability 
and growth in earning power is beside the question at the moment.‘ 
Earnings are still the final measure of corporate performance and 
the profits test, whether conceived as “suitable,” “just,” “reason- 

.- . Fred Weston, “The Finance Function,” Journal of Finance (September, 1954), 
p. 265. 


3. National Industrial Conference Board, “The Duties of Financial Executives,” Stud- 
ies in Business Policy (No. 56, 1952), pp. 17-19. 


4. Courtney C. Brown, “The New Higher Education of Executives,” Saturday Review 
(January 19, 1957), p. 17. 
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able,” or “maximum” is constantly used to gauge the success of its 
activities.° 

Who performs this profit-planning function? Examination of 
available job descriptions and organizational plans plus discussions 
with corporate executives reveals that, as a rule, over-all responsi- 
bility is assigned to the firm’s chief financial officer, while the basic 
analyses are undertaken by units within the finance division, ordi- 
narily the controller’s staff when this post exists.* One of the in- 
teresting changes in the administrative structure of the modern 
business firm has been the rise in importance of the controller.’ 
Originally created to relieve the treasurer from administering the 
recording activities of the firm, this office has been receiving an in- 
creasing quota of responsibilities. An important reason for this shift 
in the focus of work assignments has been the willingness of the 
controller to assume interpretative responsibilities; it is easy and 
logical to step from gathering facts for others to explaining these 
facts and eventually to participating in the establishment of financial 
policies based upon these facts. 

In the light of these developments, it is our contention that profit- 
planning is now an important responsibility of the financial man- 
ager.® While activities of this sort require an accounting background, 
they also rest heavily upon a knowledge of financial principles, eco- 
nomics, statistics, and mathematics. Hence, from the company’s 
viewpoint, any effort to confine profit-planning activities within the 
framework of accounting procedures would be detrimental to the 
long-range success of business. From the academic point of view, the 
limited consideration given to profit-planning in the literature on 
business finance has not only curtailed the range of studies that 
should be done in this important field of investigation, but has pro- 
vided students of the subject with an incomplete portrayal of the 
Maurer, Great Enterprise (New York: Macmillan Company, 1955), pp. 


6. In addition to the NICB report cited previously, the activities of the financial di- 
vision of a business firm are discussed in American Management Association, “The Fi- 
nancial Executive’s Job,” Financial Management Series No. 99 (1952); American Man- 
agement Association, “How H. J. Heinz Manages Its Financial Planning and Controls,” 
Financial Management Series No. 106 (1953), pp. 3-37; James L. Peirce, “The Control- 
lership Function: A Modern Concept,” The Controller (Sept., 1952), pp. 419-22, 428-35; 
Perrin Stryker, “P and C for Profit,” Fortune (April, 1952), pp. 128-29, 156-63; Lillian 
Doris (ed.), “The Treasurer and the Controller,” Corporate Treasurer’s and Controller’s 
Handbook (New York: Prentice-Hall, 1951), pp. 3-50. 


7. National Industrial Conference Board, of. cit., pp. 3-9. 


_ 8. This fact was originally called to the senior author’s attention through a series of 
interviews he held with the financial officers or their representatives of a number of busi- 
ness firms of various size. 
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analytic activities actually conducted within the financial division 
of a large business firm.” 


II. THE NATURE OF PROFIT-PLANNING 
THE IMPORTANCE OF COST-VOLUME-PROFIT RELATIONSHIPS 


The crux of management performance is decision-making. This 
involves choices among alternative methods of action. To make such 
selections requires a knowledge of their probable effects on the ap- 
plicable economic functions. In the field of profit planning, this 
means that management must have information on the changes in 
volume resulting from adjustments in price, the effect on costs of 
variations in volume, and the influence on both volume and costs of 
rearrangements in the product mix. 

Analysis of the differences that may be expected to derive from 
varying courses of action focuses attention on increments rather 
than totals. Thus, in evaluating the advisability of expanding output, 
management must ascertain the augmented revenues expected to 
flow from the production of the additional units compared with the 
extra costs that will be incurred. This type of marginal analysis, long 
familiar to the economist, is now attaining new stature in the field of 
business profit-planning. In this sense, it is often referred to as the 
study of cost-volume-profit relationships."” 


THE BASIS OF THESE RELATIONSHIPS 


In order to determine how shifts in volume act upon net profits, 
a thorough understanding of cost variations is imperative. Costs 
change with production, time, or a combination of these factors. 
Thus, the amount of raw materials entering into final end-items de- 
pends directly upon the number of these items produced and is ordi- 
narily considered a variable expense. Regardless of output, physical 
facilities depreciate and property insurance is mandatory; these ex- 
penditures, accordingly, vary with time and are generally classified 


9. While profit-planning was not included by Weston (op. cit.) in the list of activities 
that executives were asked to check, the importance of the subject was suggested in their 
answers to the questions dealing with the phases of finance that should be stressed in 
teaching finance and with an enumeration of their day-to-day responsibilities. In the 
answers to both these questions, analysis was prominently mentioned while accounting 
received top priority. It is likely that at least some of the executives had profit-planning 
activities in mind when offering these reactions. In filling out questionnaires, respondents 
are likely to check the items cited rather than to go to the effort of recalling additional 
ones. Thus, profit-planning might have received more attention if such a classification 
had been included as a listed function. 


10. For a discussion of this development, see James S. Earley, “Recent Developments 
in Cost Accounting and the ‘Marginal Analysis,’” Journal of Political Economy (June, 
1955), pp. 227-42. 
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in the fixed-cost category. The amount of money spent on main- 
tenance of physical property depends upon how actively the com- 
pany uses its equipment and will therefore fluctuate with output but 
not proportionately. In addition, even if business drops to extremely 
low levels, a company must still maintain at least a portion of its 
equipment in good shape in order to take care of possible future 
improvement; since maintenance may be considered both fixed and 
variable, these expenditures are sometimes called semivariable. 

The recording of costs is a straightforward procedure; the deter- 
mination of how they change with output and time is a complex 
problem. This involves their classification, the calculation of rates 
of change, establishing minimum fixed levels, and the identification 
of the fixed and variable aspects of semivariable expenses. Moreover, 
cost patterns may be altered with the rate of activity of a plant and 
the number of shifts employed. Finally, the rates of change of cer- 
tain items are not uniform but move in a discontinuous manner. 

Companies have attempted to solve these problems in different 
ways. Some simply examine their charts of accounts and make deter- 
minations based upon observation and experience; others, partic- 
ularly where historical data are not available, employ industrial 
engineering studies to ascertain cost characteristics; a common 
method is to rely on statistical analyses which may assume elaborate 
proportions. For example, companies sometimes fit curves to scatter 
charts of numerous individual expenses in order to detect their un- 
derlying patterns. The decomposition of costs into their essential 
characteristics is a major area of investigation where further work 
may provide revealing and productive results. 


THE BREAK-EVEN POINT IN COST-VOLUME-PROFIT STUDIES 


After a company has studied its cost structure and reached con- 
clusions regarding the effects of volume changes on different kinds 
of cost outlays, it is in a position to plan the strategy of its opera- 
tions based on these relationships. For this purpose, various tools 
have been developed. Important among them is the break-even point, 
which occurs when sales produce a margin of income above variable 
costs that equals the amount of fixed expenses incurred." The break- 


11. As a refresher, for those who have not worked with break-even points for a while, 
the commonly used formula for calculating this figure is as follows: 
FE. 


B.E. represents the dollar amount of sales at the break-even point; F.Z. represents the 
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even point concept is often portrayed graphically. While the prin- 
ciples underlying these charts are the same, the details of construc- 
tion may vary. In essence, they all interrelate sales, variable costs, 
and fixed costs in a form considered most helpful to the user.’* 


CONTRIBUTION OF BREAK-EVEN POINT ANALYSIS 
TO PROFIT-PLANNING 


Financial analysts use the break-even formula in a variety of 
ways. As an aid in budgeting, they show the pre-tax profits gener- 
ated at various volume levels above the break-even point output 
base; management may then determine at a glance the expected 
profits relative to the break-even point at the budgeted volume and 
the effect of variations from this figure. A safety factor measure may 
be constructed by determining the relationship between actual pro- 
duction and the volume at break-even. Relative efficiency may be 
checked by comparing the dates during each year when break-even 
production is reached.’* 

More importantly, however, when the ties that link break-even 
investigations with the chart form are cut and the traditional em- 
phasis on determining the point of no-return is lifted, the technique 
is broadened to cover a variety of volume-cost relationships. By 
directing attention to cost differentials rather than totals, it throws 
light on the profitability of product lines. Decisions to abandon items 
that show losses on the basis of total costs may be waived so long 
as they provide income balances over variable costs that contribute 
toward the recovery of fixed costs. 

The variable-fixed cost break-down facilitates translating pricing 


amount of fixed expenses; V represents the ratio of variable costs to sales; S represents 
the dollar amount of sales. 


This formula may be easily demonstrated as follows: 
At the break-even point level: 


S—(V)(S) —F.E.=0 
S— (V)(S) =F.E. 


S(1—- V) =F.E. 
S=F.E. 


12. For a brief summary of the historical development of the break-even chart, see 
Ned Chapin, “The Development of the Break-Even Chart: A Bibliographical Note,” 
Journal of Business (April, 1955), pp. 148-49. In the October issue of the same journal 
(pp. 296-97), there is a comment on this article by Raymond Villers. 


13. Allen W. Rucker, “ ‘Clocks’ for Management Control,” Harvard Business Review 
(Sept.—Oct., 1955), pp. 68-80. 
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problems affecting individual products into policy action. In apprais- 
ing the advisability of introducing price cuts recommended by the 
sales department, for example, the availability of such data makes 
it easy to determine the increase in sales volume necessary to com- 
pensate for the reduction. With respect to the long-range viewpoint, 
this information is employed to gauge the influence of physical ex- 
pansion on costs and profits. In these cases, the changes in plant 
facilities lead to shifts in the levels of fixed costs which must be 
taken into account in the analysis. The technique also provides an 
administrative tool to control costs and to establish benchmarks in 
developing operating policies. 


RELATED TOOLS OF PROFIT-PLANNING 


In our viewpoint, as has been mentioned, the break-even device is 
important primarily as an analytic procedure that relates costs, vol- 
ume, and profits rather than as a method of presentation. Even 
though a company does not chart these relations in the break-even 
form, it may keep comprehensive records of fixed, variable, and 
semivariable cost classifications. In these instances, it may evaluate 
the information by means of related tools that have the same ana- 
lytic foundation as the break-even point. Among such devices are 
the direct-costing income statement and the flexible budget. 

Direct-costing income statement —Top management is invariably 
provided with an internal profit and loss statement that differs from 
the one publicly issued in frequency of preparation, the details in- 
cluded, and form. Over the years, various changes have been intro- 
duced into the internal statement in order to improve the information 
helpful for planning purposes. Since the early 1930’s increasing in- 
terest has been shown in a new reporting approach that reflects cost 
differentiations based upon volume of production. The new method 
is called “direct costing” because only direct materials, direct labor, 
and variable overhead are taken into account for inventory evalua- 
tion, while the remaining fixed expenses are charged to profit and 
loss as a period cost. This break-down is in conformity with the 
principles established in break-even point analyses. In this case, the 
statement itself contains the variable-fixed-expense classification and 
becomes the basis for planning decisions involving the relationship 
of costs, volume, and profits. Accounting proprieties and certain le- 
gal issues stand in the way of any widespread use of these procedures 
in publicly reported statements.’* Since direct-costing is primarily a 


14. The prevailing opinion among professional accountants with respect to the use of 
direct-costing procedures in publicly reported statements is reflected in a comment ap- 
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management tool, difficulties of this sort do not interfere with the 
preparation of internal statements along these lines in order to keep 
management currently informed of cost-volume-profit relationships.” 

The flexible budget.—Sales estimates provide the basis for deter- 
mining the budgeted amount of expenditures allowed for the various 
functions of a business. By comparing actual expenditures with 
budgeted projections, a company has available a continuous means 
of controlling costs. If expected sales differ substantially from the 
level actually attained, the budgeted expenditures provide an inad- 
equate standard that is based on unrealistic objectives. The flexible 
budget overcomes this deficiency by establishing cost allowances 
geared to varying volumes of business. This is done by developing 
the same cost classifications that are used in break-even point anal- 
yses. Each budgeted item is then expressed in terms of a fixed au- 
thorization and a variable rate based upon production. After the 
period is over, total budgeted expenses may be related easily to the 
volume of output reached in order to provide a performance meas- 
ure. Preparation of a flexible budget thus involves relating expenses 
to volume in order to provide management with a measure of per- 
formance that may be used under varying conditions of output. 

In essence therefore, the direct-costing income statement and the 
flexible budgei, along with break-even point analyses, fit into the 
modern pattern of profit-planning through the study of cost-volume- 
profit relationships. 


pearing in one of the research bulletins of the American Institute of Accountants that 
“.,. the exclusion of all overheads from inventory costs does not constitute an accepted 
accounting procedure” (American Institute of Accountants, “Restatement and Revision 
of Accounting Research Bulletins,” Accounting Research Bulletin No. 43 [1953], pp. 
28-29). 

The SEC has issued no specific rules pertaining to this problem, but its reporting re- 
quirements call for compliance with generally accepted accounting principles, and the 
Commission looks upon the statement in Research Bulletin No. 43 of the American Insti- 
tute of Accountants as a sound basis for determining cost as applied to inventories (letter 
to senior author from Chief Accountant, Securities and Exchange Commission, August 23, 
1956). 

In general, the position of the Internal Revenue Service is adverse to the valuation of 
inventories by direct-costing methods (letter to senior author from Acting Chief, Corpo- 
ration Tax Branch, Internal Revenue Service, August 28, 1956). 


15. Adams-Millis illustrates the unusual case of a company issuing a financial state- 
ment where overhead is not charged to inventories. In its June 30, 1956, report, the com- 
pany states: “It has been the consistent policy not to include overhead expenses in com- 
puting costs for inventory purposes. If an allowance for manufacturing overhead expenses 
had been included in amounts for inventories at the beginning and end of the period, the 
earnings after taxes on income would have been approximately $14,000 more.” The com- 
pany’s auditors probably approved this method of inventory evaluation because of the 
slight effect it had on earnings in this case. 
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III. THE RELATION BETWEEN INDIVIDUAL-PRODUCT 
AND PLANT-WIDE BREAK-EVEN PoINtTs 


THE PROBLEM OF MULTIPLE-PRODUCT PLANTS 


The financial manager who calculates break-even points as an 
analytic tool will undoubtedly run into various difficulties that must 
be resolved in some fashion. For example, in developing his planning 
programs, he may have to adjust for the assumptions inherent in 
these determinations of constancy in unit selling prices, technologies, 
and in the operating environment. Another problem underlying use 
of break-even points occurs because of the current trend toward 
multi-product plans. Changes in the items comprising the sales mix 
or in the proportions sold affect operating profits even though the 
dollar sales volume and selling prices do not fluctuate. Thus, man- 
agement may bring about a reduction of the break-even point by 
increasing the sales of a high-profit margin product at the expense 
of a less profitable item. To get around this condition, the financial 
manager may find it necessary to compile a number of break-even 
charts covering integrated segments of independent activities. In 
these circumstances, it would be desirable for him to know in ad- 
vance the conditions under which the sum of the individual-product 
break-even points equals the plant-wide figure. 


EFFORTS AT SOLVING THE PROBLEM 


To the knowledge of the authors, the only important study of this 
“confusing problem” was done by the National Association of Cost 
Accountants, who concluded that ‘the sum of the individual-product 
break-even points does not equal the break-even point calculated on 
an over-all basis “. . . unless the sales figure for each product line 
bears the same percentage to total sales as the individual product- 
break-even point bears to the over-all break-even point.’** In view 
of the notable contributions that the NACA has made toward a 
better understanding of cost-volume-profit patterns, this statement 
is considered authoritative and has been reproduced in its entirety 
by at least one leading financial writer.’’ 

The NACA sets up an arithmetical illustration which reveals that 
the equality exists under the conditions cited, but it does not show 
if this relationship represents a general principle or is applicable to 


16. “The Analysis of Cost-Volume-Profit Relationships,” NACA Bulletin (December, 
1949), Section Three, pp. 539-41. 

17. The NACA statement and the arithmetic illustrations are duplicated in J. Brooks 
Heckert and James D. Willson, Business Budgeting and Control (New York: Ronald 
Press Company, 1955), pp. 373-74. 
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an isolated situation. It is our feeling that this method of proof re- 
flects the approach of the accountant who is accustomed to work 
with individual cases rather than to develop over-all theories of ap- 
plication. The student of finance, on the other hand, is more likely 
to seek techniques that permit generalized conclusions.’* This dif- 
ference is indicated in the following solution to the problem which 
employs mathematical analysis to derive a more accurate and useful 
statement of the relationship between the individual-product and 
plant-wide break-even points. 


THE BASIC STATEMENT 


To demonstrate mathematically the relationship between the indi- 
vidual-product and over-all break-even points, let us assume that a 
firm manufactures three products with the following volume-cost 
distribution: 


Propuct 
A B c Totals 
Variable costs.......... d e f d+e+f 
Marginal income........ a—d c—f (a+b+c)—(d+e+/) 
g h (g+h+i) 


It is desired to prove that the sum of the individual-product break- 
even points equals the over-all figure, when the ratios of individual- 
product sales to total sales is the same as the ratios of individual- 
product break-even points to the total break-even point. 

The break-even point of each product may be expressed as fol- 
lows: 


a-g b-h cri 


(1) 


The over-all break-even point for the plant is obtained as follows: 
(at+b+c) (g+tht+i) 


When the sum of the individual break-even points equals the 
over-all figure, the following must be true: 


b-h cei _ (a+ b+c) - (gtht+i) 
c—f 


(2) 


a—d b-e (3) 


18. Indicative of the interest of the student of finance in developing theories, or at least 
generalizations of financial policy, is the series of papers and discussions presented at the 
meeting of the American Finance Association on December 30, 1954, under the heading 
“Toward a Theory of Business Finance.” This material is reproduced in The Journal of 
Finance, X (May, 1955), 107-51. 


| 
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If the ratios of the individual-product sales to total sales equal 
those of the individual-product break-even points to the total break- 
even point, the relationships are indicated as follows:’° 

a-g 
a a—d 
atb+c (atb+oc) (gtht+i) 
(a+ b+ c)—(dt+ert+f) 


b-h 

b b—e 
a+b+c (atb+c) (gtht+i) 
(a+b+c)—(dt+ertf) 


(4) 


cos 


atb+c (atb+c)~ (gt+hti) 
(a+b+c)—(d+etf) 


Adding these equations: 


et+b+c 6-6 é-f 
atb+c (atb+c) - (gtht+i) 
(a+b+c)—(d+ertf) 


And clearing fractions, gives: 
b-h coi _ (atb+c) + (gthti) 
—d'b-—e' c-—f 


This equation is identical with equation (3) above. It may there- 
fore be concluded, as a general principle, that whenever the ratios 
of individual-product sales to total sales are the same as those of 
the individual-product break-even points to the total break-even 
points, the aggregate of the individual break-even points equals the 
break-even point calculated from over-all sales and costs. 


1. 


a 
a 


(5) 


A MORE USABLE FORM OF THE BASIC STATEMENT 


A shortcoming of the preceding basic statement is its lack of 
utility. It serves to explain conditions that have already been deter- 
mined rather than to throw light on what the over-all break-even 


19. The case in which all individual-product sales are at the break-even point is a 
special case of equation (4) in which the ratio of fixed costs to marginal income equals 1 
for all products, e.g., 

g 


etc. 
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point will be when the individual-product figures are available. In 
order to obtain a more meaningful measure, let us refer once more 
to the equations (4) above. By canceling common factors and clear- 
ing fractions, they may be reduced to the following: 


gtht+i 
a—d c—f 


This relationship is significant. It indicates that when the ratio 
of fixed charges to marginal income 


=k,aconstant. (6) 


g h 
a-—d’ 


is the same for all products, the over-all plant break-even point is 
equal to the sum of the individual-product break-even points. 

In order to determine the individual break-even points, the fixed 
costs and marginal incomes of each products must be obtained. If 
the ratios of these two factors are about the same, the financial mana- 
ger knows in advance that the sum of the individual break-even 
points will approximate the plant-wide results. Thus, we have avail- 
able a practical test for gauging the relationship between the indi- 
vidual-product and plant-wide break-even points in lieu of a merely 
descriptive explanation. 

The test also provides a reason for the relationship established in 
the basic statement. Whenever the ratios of fixed expenses to margi- 
nal income for each product are identical, the proportionate distribu- 
tion of individual-product sales and break-even points will be the 
same. This relationship must obtain because in the calculations a 
constant ratio 

g h i 
a—d’' b-e’' 


is applied to the individual-product sales (a, b, or c). The resulting 
figures are the break-even points: 

a-g b-h 

These necessarily have the same proportionate distribution as the 
original sales figures. 


ALTERNATIVE CONDITIONS UNDER WHICH THE INDIVIDUAL- 
PRODUCT BREAK-EVEN POINTS WILL EQUAL 
THE OVER-ALL BREAK-EVEN POINT 


Our analysis has thus far been limited to demonstrating that the 
basic statement of the relationship between the individual-product 
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and over-all break-even points represents a generalized principle and 
to revamping this statement into a more usable form that reveals 
causal relations. We have not as yet explored the possibility that 
there may be an entirely different set of conditions under which the 
sum of the individual-product break-even points will equal the over- 
all figure. For this purpose, let us start with a firm manufacturing 
two products that have the following sales-cost distributions: °° 


Propuct 
A B Totals 
a b a+b 
Variable costs........ c d ct+d 
Marginal income.... . . a—c (a+b) —(c+d) 
€ f e 
Break-even point. .... a-e b-f (a+b) -(e+f) 


a—c b—d (a+6)—(c+d) 


When the sum of the individual-product break-even points equals 
the over-all break-even point, the relationship may be shown as fol- 
lows: 


b-f _(a+b)+ (e+f) _ (a+5) 


Multiplying by (a—c) + (6-d) and simplifying: 


ae[1+2—4] + 5y[1+ 


Canceling and collecting terms: 


Getting terms to common denominators and simplifying further: 


+ 


Factoring, gives the condition: 


f | cb) =0. (8) 


a—c b-d 


20. We employ the case of a firm manufacturing only two products because otherwise 
the resulting equations become rather complicated and hard to follow. It may be proved, 
however, that the results reached for two products are applicable to three or more. 
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This condition will be true for either of the two cases:*! 
a : (9a) 
or 
< = (96) 


The foregoing analysis indicates that there are at least two impor- 
tant cases when the sum of the individual-product break-even points 
equals the plant-wide figure. They are: (1) When the ratio of fixed 
expenses to marginal income 


f 


a—c b-d 


is constant for all products as shown in equation (9a) above; and 
(2) When the ratio of variable costs to sales is constant for all 
products 


as shown in equation (95) above. The first case, as we have pointed 
out previously, is a more usable form of the original proposition, the 
second is new and is mathematically independent of the first. Hence, 
the ratios of individual-product sales to total sales may differ from 
the ratios of individual-product break-even points to the over-all 
break-even point. Nevertheless, the sum of the individual-product 
break-even points will equal the over-all figure if the ratio of variable 
costs to sales is constant for all products. It is therefore clear that 
the basic statement was overly restrictive in showing this equality 
only under the conditions cited in the first case above. 


REVISING THE BASIC STATEMENT 


For those who may have some difficulty in following these demon- 
strations, it may be helpful to show, side-by-side, an arithmetical 
illustration of the basic statement and one of the alternative circum- 
stances that may bring about the same results. 

In Example 1, illustrating the basic statement, the individual- 
product sales distribution is 10 per cent, 50 per cent, and 40 per 
cent; the break-even distribution is the same, 10 per cent, 50 per 
cent, and 40 per cent, and the ratio of fixed costs to marginal in- 
come is constant at 50 per cent. In Example 2, illustrating our alter- 


21. It can be shown that these two cases are mathematically independent. 
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native conditions, all these relationships differ: the individual-prod- 
uct sales distribution is 6.2 per cent, 31.2 per cent, and 62.5 per cent; 
the break-even distribution is 10.7 per cent, 17.9 per cent, and 71.4 
per cent; while the ratio of fixed costs to marginal income is 75 per 
cent, 25 per cent, and 50 per cent. In Example 1, on the other hand, 
the ratio of variable expenses to sales is not the same for each 
product, 40 per cent, 40 per cent, and 75 per cent; whereas in 
Example 2, it is constant at 60 per cent. Despite these variations, the 
sum of the individual-product break-even points in both cases equals 
the over-all break-even point. In Example 1, the resulting figure by 
either method of calculation is $100, while in Example 2, it is $140. 


EXAMPLE 1* EXAMPLE 
ILLUSTRATING THE BASIC ILLUSTRATING THE ALTER- 
STATEMEN Tt NATIVE CONDITIONS 
Propuct Propuct 
A B Cc Totals A B ¢ Totals 
$20 $100 $80 $200 $20 $100 $200 $320 
Variable costs........... 8 40 60 108 12 60 120 192 
6 30° 10 46 6 10 40 56 
Sales to break-even....... 10 50 40 100 15 25 100 140 
* Representing the first case, when 
in the two-product example. iil = 
t Representing the second case, when 
c_d 
ab 


in the two-product example. 
t This illustration was used by the NACA to explain the original relationship. 


To eliminate the shortcomings of the original statement, we are 
suggesting a new method to describe the relationship between the in- 
dividual-product and over-all break-even points. The revision is 
more comprehensive and establishes a test for gauging in advance 
whether or not the specific figures may be used to obtain the plant- 
wide results. The recommended statement is: Whenever the ratios of 
fixed expenses to marginal income are the same for each product 
manufactured in a plant, or the ratios of variable expenses to sales 
are the same for each product, the sum of the separate break-even 
points determined for each product equals the break-even point cal- 
culated on an over-all basis. 

The current diversification movement often makes it necessary 
for the financial manager to calculate a number of break-even points 
for the various products manufactured. He may also want to deter- 
mine a plant-wide break-even point level for planning purposes. 
Under these circumstances, confusion has risen when he discovered 
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that the sum of the individual-product figures failed to equal the 
over-all results.** Our test eliminates this confusion by providing an 
explanation of the circumstances under which this equality will 
occur; it also facilitates use of these data by establishing the means 
for making this determination before the plant-wide data are ascer- 
tained. 


SUMMARY AND CONCLUSION 


The scope of business finance is ordinarily described in terms of 
either the traditional approach which emphasizes major decision- 
making functions such as the sale of securities, merger, reorganiza- 
tion, and so forth, or the “new” approach concerned with the day-to- 
day responsibilities of the financial manager. In describing this 
second concept, emphasis is ordinarily placed on “balance-sheet” 
aspects that involve planning cash requirements, asset administra- 
tion, and short-term financing. Most of these functions fall within 
the jurisdiction of the treasurer, which is a traditional corporate 
office. Inadequate consideration has been given to financial responsi- 
bilities concerned with profit-planning even though they occupy a 
key role in the day-to-day activities performed by the finance divi- 
sion of modern companies. To an increasing degree, these activities 
are now undertaken by the controller, whose managerial stature in 
the hierarchy of the business firm is growing rapidly. 

The huge expansion programs of recent years not only have en- 
abled firms to increase their sales volume, but also have caused a re- 
alignment of cost structures. Enlarged facilities have created new, 
rigid charges and have highlighted the importance of so-called semi- 
variable expenses, with their fixed base and fluctuating increments. 
To evaluate cost elasticities, companies have found it necessary to 
review carefully their charts of acounts, conduct elaborate statistical 
analyses, and make special engineering studies. 

These developments have focused attention on the significance of 
cost-volume relationships in profit-planning. The new approach 
stresses differential rather than full-product costs. Its analytic kit in- 
cludes the flexible budget, which relates projected expenditures to 
shifting sales volume and the direct-costing income statement, which 
charges variable manufacturing expenses to inventories and segre- 
gates the fixed portion as a period cost. 

Establishment of the level at which sales produce sufficient margi- 
nal income to equal fixed expenses is a well-known, profit-planning 
tool. Management has exhibited mixed reactions to the break-even 


22. Heckert and Willson, op. cit. 
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concept. Some financial officers regard it as a vital tool of analysis; 
they use it extensively in appraising their companies’ performance 
and in determining policy actions. Others regard it as an academic 
device that has little practical utility. 

The modern reliance on marginal income analysis and discussions 
with corporate executives both suggest that interest in the use of the 
break-even technique is mounting. Its application, however, has a 
new slant. Reflecting the trend toward product diversification, com- 
panies often find it necessary to calculate a number of break-even 
points for different departments and products. The question then 
rises of the relationship between these individual-product break-even 
points and the level applicable to the entire plant. This paper con- 
tains a solution to the problem which demonstrates the importance 
of using generalized techniques of analysis and corrects inaccuracies 
in an accounting presentation. In view of the importance of profit- 
planning to economic success, it is believed that inadequate attention 
has been given to these activities by the student of finance. This 
represents an oversight that should be rectified in order that business 
may benefit by such investigations and so that the finance function, 
as discussed in academic circles, may take on a more realistic look. 
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REVIEW OF INSTITUTIONAL ACTIVITY IN THE 
EQUITY MARKET, 1951-54 


B. NEENAN' 
St. Louis University 


SINCE THE END of World War II and especially since 1950, a trans- 
formation has been taking place in the equity market. The institu- 
tional investor has been assuming a more and more prominent role in 
the purchase of equities. Annual net purchases of equities by institu- 
tions were a negligible amount so short a time ago as 1940 when they 
totaled no more than $100 million. By 1954, however, estimates of 
institutional annual net purchases ranged from $1,830 million to 
$3,000 million.” 

In the latter year institutional net purchases of equities, as esti- 
mated by the Securities and Exchange Commission,? were $1,830 
million with individual net purchases estimated at only $430 million. 
This was the climax of at least a four-year movement in which 
annual increases were recorded for the aggregate institutional acqui- 
sitions and annual decreases in the net purchase figure for all in- 
dividuals. 

It is not surprising that this increasing institutional activity in the 
equity market should arouse considerable discussion. There has 
been, first of all, the suggestion that, when and if government defense 
expenditures taper off, this large institutional stream of saving—to 
a great extent contractual—might not meet with sufficient invest- 
ment opportunities to maintain a full employment economy. Many, 
however, feel that the needs of our expanding economy will be more 
than enough to absorb this saving for many years to come.* 

1. The author wishes to express his gratitude to Professor Leslie Darbyshire for many 
helpful suggestions in the preparation of this paper. 


2. U.S. Congress, Senate, Factors Affecting the Buying and Selling of Equity Securi- 
ties, Hearings before the Committee on Banking and Currency, U.S. Senate, 84th Cong., 
Ist Sess., March 3, 1955 (Washington, D.C.: Government Printing Office, 1955), p. 97. 


3. U.S. Congress, Senate, Committee on Banking and Currency, Factors Affecting the 
Stock Market, Senate Report 1280, 84th Cong., 1st Sess. (Washington, D.C.: Govern- 
ment Printing Office, 1955), p. 92. 


4. For a discussion of this question see Harry G. Guthmann, “Effects on the Economy 
of Channeling Savings through Pension Funds,” Journal of Finance, VII (May, 1952), 
260-77; Peter Drucker, “The New Tycoons,” Harper’s Magazine, CCX (May, 1955), 
39-44; and the papers by Roger Murray, Sumner Slichter, and James Duesenberry in 
Walter W. Heller, Francis M. Boddy, and Carl L. Nelson (eds.), Savings in the Modern 
Economy (Minneapolis: University of Minnesota Press, 1953). 
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Others have asked: How will these institutional investors react in 
the face of a market decline?’ Some observers have predicted that 
open-end investment companies would not be able to weather the 
first real break in the market. However, the more general consensus 
seems to be that through continued buying the institutions, on the 
whole, will have a stabilizing influence in a declining market since 
most are long-term investors and are not interested in “quickie” 
gains.° 

The fact that the managers of these institutional funds have been 
tabbed “the new tycoons . . . replacing the Robber Barons of yester- 
year” suggests that not everyone looks benignly upon the growth of 
institutional influence in the market. Some feel that the problems 
arising from the relation between management and stockholders may 
be accentuated as institutions assume a more and more dominant role 
in corporate ownership. If the institutions do not vote their stock— 
which is frequently the case at present—then either poor manage- 
ment is more easily perpetuated or the way cleared for entrance of 
marauding enterprisers. 

Important as these considerations may be, however, it is not the 
purpose of this study to discuss the consequences of the growing in- 
stitutionalization of the equity market. We shall instead focus our 
attention on the phenomenon itself and attempt to determine the 
quantitative exent of this growth of institutional financing in the 
equity field. The years 1951 through 1954 have been selected for 
study as the years in which the movement was definitely established. 
The financial institutions singled out for examination are life insur- 
ance companies, property and liability insurance companies, open- 
end investment companies, self-insured pension funds, and bank- 
administered personal trust funds. In limiting this study to these five 
institutions some other institutions of varying importance are 
omitted, such as educational endowment funds, the large private 
foundations, closed-end investment companies, mutual savings 

5. In fact it was with the intention of throwing light on problems such as those sug- 
gested by its Stock Market Hearings in the spring of 1955 that the Senate Committee on 
Banking and Currency initiated a staff study to determine the behavior of the large insti- 
tutions in the recent bull market. A thorough study of the January, 1953—October, 1955, 
period was conducted to determine the role of these institutions in the market rise of that 
period. This study provides both aggregate and particularized information on the trading 
experience of the major institutions as well as a detailed analysis of institutional trading 
experience with twenty-five leading common stocks. U.S. Congress, Senate, Committee 


on Banking and Currency, Institutional Investors and the Stock Market, 1953-55, Staff 
Report, 84th Cong., 2d Sess. (Washington, D.C.: Government Printing Office, 1956). 


6. R. Frost, “Some Implications of the Growth of Investments by Institutions, 1938- 
53,” Oxford Economic Papers, VII (February, 1955), 1-11. 


7. Peter Drucker, “The New Tycoons,” Harper’s Magazine, CCX (May, 1955), 39. 
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banks, and funds in union treasuries. However, it is believed that the 
five institutions selected represent the most significant financial in- 
termediaries so far as equity holdings are concerned—both actually 
and potentially—and that a study of these five will indicate the gen- 
eral extent of institutional activity in the equity market.* We shall 
also see that not all the institutions contributed equally to the over- 
all movement. In the concluding section an attempt will be made to 
assess the role played by each of the institutions in this movement. 


The Journal of Finance 


Lire INSURANCE COMPANIES 


The life insurance industry, whose assets totaled over $90 billion 
entering 1956, has had an investment history shaped by the blending 
of restrictive legislation with the needs of the industry. The first 
statute regulating life insurance investments, passed by New York 
in 1849, allowed the companies wide latitude in their investment 
policy. It was not until 1906, after the Hughes-Armstrong investiga- 
tion had disclosed abuses arising from stock ownership by life insur- 
ance companies, that New York State forbade equity investments. 

In the absence of federal legislation this New York state law has 
largely shaped the investment pattern for the insurance industry 
during this century. Not only is a large percentage of all United 
States life companies domiciled in New York, and so covered under 
this law; but also all foreign companies doing business in the state 
must substantially fulfil its investment requirements. Thus in 1950 
companies with assets totaling 84.6 per cent of all legal reserve com- 
panies were covered by the New York law.’ 

In the general enthusiasm of the New Era the New York law was 
amended in 1928 to allow investment in certain preferred stocks with 
good dividend records. Not until 1951, however, did New York, re- 
versing its forty-five-year-old tradition, allow investment in com- 


8. Estimates of the equity holdings on December 31, 1954 of some of the institutions 
not considered in this article are as follows in millions of dollars: 


College-university endowment funds 2,500 
Foundations, religious, and other charitable organizations. pieces 5,100 
Closed-end investment companies eeanies 1,450 
Mutual savings banks ; 620 


The validity of the closed-end investment companies’ figure is senaniieble since the 
National Association of Investment Companies lists the total net assets of the closed-end 
companies at only $1,188 million on December 31, 1954. 

Source: U.S. Congress, Senate, Committee on Banking and Currency, Factors Affecting 
the Stock Market, Senate Report 1280, 84th Cong., 1st Sess. (Washington, D.C.: Gov- 
ernment Printing Office, 1955), p. 96. 


9. Haughton Bell and Harold G. Fraine, “Legal Framework, Trends, and Develop- 
ments in Investment Practices of Life Insurance Companies,” Law and Contemporary 
Problems, XVII (Winter, 1952), 46. 
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mon stocks up to 3 per cent of assets or one-third of surplus, which- 
ever is lower. 

The other major determinant of the investment policy of insurance 
companies has, naturally enough, been the nature of their liabilities. 
Since these are generally fixed dollar liabilities, the life companies 
have largely allotted their portfolios among various stable invest- 
ments such as corporate and government bonds and mortgages. This 
policy was not questioned when the rate earned on invested funds 
was in the neighborhood of 5 per cent. However, the wisdom of this 
investment policy began to be questioned as the net rate earned on 
invested funds declined from a high of 5.18 per cent in 1923 toa 
low of 2.88 per cent in 1947.'” Since this decline in the rate earned 
on investments was in effect an increase in the cost of life insurance 


TABLE 1 


EQUITY HOLDINGS OF THE LIFE INSURANCE COMPANIES 
(In Millions of Dollars) 


Equities as Per- 


End of Pre- Total Total centage of 

Year ferred Common Equities Assets Total Assets 
1,401 820 68 ,278 3.3 
1,483 963 2,446 73,375 
ere 1,531 1,042 2,573 78 ,533 3.3 
1,732 1,536 3,268 84,486 3.9 


Source: Life Insurance Fact Book, 1956, pp. 60 and 72. 


to their policyholders, it was only to be expected that the life com- 
panies would begin to look for a more remunerative return on their 
investments.'’ Equities have been one of the potential new invest- 
ment outlets explored by the life companies. 

Despite the emergence of these various factors favorable to in- 
vestment in equities, an examination of the actual investment expe- 
rience of life companies does not show a radical shift toward equities 
during the years under study. From Table 1 we can see that, al- 
though holdings in equities represent a fairly sizeable investment, 
their percentage of total assets has remained almost stationary since 
1951. Only in 1954 was the increase, from 3.3 to 3.9 per cent of total 


10. Life Insurance Fact Book, 1956 (Institute of Life Insurance, 1956), p. 55. 


11. A study of the investment experience of eighteen major U.S. life companies with 
approximately 75 per cent of the assets of all U.S. life companies from 1929 through 1953 
shows common stock as the most profitable security investment. Weighted average rate 
of return (which includes interest earnings—or dividend earnings—plus net profit or loss 
on disposal of securities) for bonds was 3.26 per cent; for preferred stocks, 4.65 per cent; 
and for common stocks, 5.58 per cent. James J. O’Leary, 1955 Record of Life Insurance 
Investments, A Report to the Membership of the Life Insurance Association of America, 
December 14, 1955 (New York, 1955), p. 19. 
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assets, of sizeable proportion. But since stocks are valued at market 
value and the other holdings largely at cost, even in 1954 the bull 
market, rather than increased purchases, would largely account for 
this increase. 

That there has been no sudden shifting into equities on the part of 
the life companies is also evident from the figures in Table 2. Per- 
haps something of a growth pattern is discernible in the years since 
1952. 

In Table 3 we may get some notion of how much of the current in- 
vestment dollar of the life companies is going into equities. Even 
though the high of 4.9 per cent in 1954 includes purchases of pre- 
ferreds—which were larger than purchases of commons—it appears 


TABLE 2 


NET EQUITY PURCHASES OF LIFE 
INSURANCE COMPANIES 
(In Millions of Dollars) 


Net Net 
Purchases Purchases 

of Com- of Pre- Total Net 

Year mons ferreds Purchases 
80 80 160 
_ See 40 50 90 
20 130 150 


Source: Division of Trading and Exchanges, Securities and Ex- 
change Commission, reported in U.S. Congress, Senate, Committee 
on Banking and Currency, Factors Affecting the Stock Market, Sen. 
Report 1280, 84th Cong., ist Sess. (Washington, D.C.: Government 
Printing Office, 1955), p. 95. 


that the 3 per cent limit on the holdings of commons granted by the 
1951 New York law has had some liberalizing influence on the in- 
vestment practices of the life companies. At least in the three years 
for which data are satisfactory, there has been a steady increase in 
the percentage of the investment dollar which has gone into equities. 

There are at least two reasons why the liberalization of investment 
regulations has not resulted in a more immediate reaction in favor of 
equities. First of all, there is the long-standing tradition of the indus- 
try against such holdings based on the conviction that variable 
value securities are not proper assets for life insurance reserves. 
So even if equities continue to be looked upon with greater favor due 
to the developments we have briefly sketched, the investment officers 
must still overcome their old investment habits before their newly 
found freedom regarding equities will be fully exercised. The pur- 
chase of stocks listed on the exchange involves other investment 
skills than, for example, participating in private placements. 
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A second, and perhaps more important, obstacle to greater stock 
holdings is the present system of stock valuation which the life 
companies must employ. Most government and high and medium- 
grade corporate bonds may be valued on an amortized cost basis. In 
addition a special reserve is established to share with the surplus 
the loss resulting from defaulted bonds. Thus a satisfactory sys- 
tem of valuation has been found for bonds which at once stabilizes 
their asset value, makes allowance for a real decline in value in the 
case of defaulted bonds, and yet mitigates the effect this loss will 
have on surplus. 

A similar satisfactory arrangement does not yet prevail in the case 
of stock valuation. Here attempts are still being made to find an ac- 


TABLE 3 


STOCK PURCHASES AS PERCENTAGE OF 
NEW INVESTMENTS OF LIFE IN- 
SURANCE COMPANIES 


Data not satisfactory 
1.8 
2.9 


Source: Computed by author from data in Tables 1 and 2. An 
allowance has been made for the influence of — gains on in- 
vestments carried at market value (see Appendix). 


ceptable valuation procedure for stabilizing the highly volatile mar- 
ket prices of stocks as well as to establish some reserve arrangement 
which will prevent the full effect of the remaining price variation 
from being absorbed by the surplus. 

It is generally recognized that no large investments of life insur- 
ance funds in equities will take place before the problem of valuation 
has been resolved. At present both the industry, through its Joint 
Committee on Valuation of Assets of the American Life Conven- 
tion and the Life Insurance Association of America, as well as state 
regulatory groups, through the National Association of Insurance 
Commissioners, are at work on the problem. 

The question of valuation represents a formidable obstacle to the 
expansion of equity holdings by insurance companies. When this 
problem is resolved, the insurance industry may very likely enter the 
equity market with much greater force than at present. One writer 
has suggested 


... that life insurance companies can invest to their economic advantage sub- 
stantially larger amounts in common stock—perhaps a minimum of 10 per cent 
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to a maximum of 25 per cent of admitted assets. Moreover, if they believe in the 


wisdom of such a move and advocate it, it is altogether likely that state laws will 
be amended to permit it.!* 


PROPERTY AND LIABILITY INSURANCE COMPANIES 


The element of uncertainty surrounding their claims compels the 
property and liability companies to maintain a certain portion of 
their assets in a more liquid state than is necessary for the life com- 
panies. Thus mortgages, which bulk large in the portfolios of life 
companies, are not held in appreciable amounts by property and 
liability companies. Instead short-term government obligations are 
the largest investment item. To compensate for these highly liquid 


TABLE 4 


EQUITY HOLDINGS OF PROPERTY AND LIABILITY 
INSURANCE COMPANIES 
(In Millions of Dollars at Market Value) 


Equities as 
Total Total Percentage 
End of Year Equities* Assetst of Total 
1951 3,913 14,503 27 
1952 4,366 16,190 27 
4,501 17,554 26 
1954 6, 20,239 32 


* 1951 figure: Fire and Casualty value of Spectator Year Book (Phila- 
delphia: Chilton Co., 1951), p. xi; other years: estimated by the New York 
Stock Exchange in U.S. Congress, Senate, Committee on Banking and Cur- 
rency, Factors Affecting the Stock Market: Senate Report 1280, 84th Con- 
gress, ist Sess. (Washington, D.C.: Government Printing Office, 1955), 
p. 96. 


+1951 figure: Spectator Year Book, loc. cit.; 1952 figure: 1953 Handy 
Chart (Philadelphia: Chilton Co., 1953), p. 5; 1953 and 1954 figures: 1955 
Handy Chart and 1955 Fire Index (Philadelphia: Chilton Co., 1955), p. 5. 


but low interest-bearing assets, the laws of most states, including 
New York, permit sizeable holdings in equities. In addition to their 
earning potential, these securities—characteristically “blue-chips”— 
also satisfy liquidity requirements. 

Since these companies already participate in the equity market to 
a very considerable extent, there has not been as much recent dis- 
cussion concerning the wisdom of increasing their equity holdings as 
has been the case with life companies. Furthermore, the figures of 
Table 4 seem to indicate that there has been no recent change in the 
investment policy of the property and liability companies. While 
there has been a steady growth in the absolute equity holdings of 
these companies, the percentage of total assets has remained on the 

12. G. Wright Hoffman, “Preferred and Common Stocks,” in David McCahan (ed.), 


Investment of Life Insurance Funds (Philadelphia: University of Pennsylvania Press, 
1953), pp. 211, 212. 
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whole quite stable, fluctuating chiefly with turns in the market. 
Vhus 1954, a bull-market year, saw a sizeable increase in equities 
which was due primarily to unrealized capital gains. Although the 
ratio of equities to other assets remained fairly constant during the 
years under consideration, we can see that equity holdings are a very 
significant item in the portfolio of these companies. 

The estimates in Table 5 further indicate that there has been no 
growing tendency on the part of property and liability companies to 
purchase equities. It must be pointed out, however, that even to 
maintain a stable ratio of equities to total assets, large yearly pur- 
chases are required. Barring unforeseen developments this policy 
should continue in the future. 


TABLE 5 


NET EQUITY PURCHASES OF PROPERTY AND 
LIABILITY INSURANCE COMPANIES 
(In Millions of Dollars) 


Preferred Common Total 
Year Stock Stock Equities 

Eres 90 130 220 
100* 140 240 


Source: U.S. Congress, Senate, Committee on Banking and Cur- 
rency, Factors Affecting the Stock Market, Sen. Report 1280, 84th 
Cong., ist Sess. (Washington, D.C.: Government Printing Office, 
1955), p. 95. 

* Estimated by author. 


In the light of the totals in Table 4 and 5 we may conclude that a 
fairly constant proportion of the new investment dollar of the 
property and liability companies goes into equities. In a rising 
market, as has been the general rule during the years under consider- 
ation, the equity percentage of total assets may rise even with a con- 
stant purchasing plan which is less than the current portfolio ratio. 
Thus it is safe to conclude that somewhat less than 25 per cent of 
new investment money of the property and liability companies is in- 
vested in equities. 


OpEN-END INVESTMENT COMPANIES 


Although the closed-end type of investment company is still a 
sizeable financial institution with over $1 billion in net assets at the 
end of 1954, it is the open-end company which is the more dynamic 
financial force today. With assets of only 5 per cent of all manage- 
ment investment companies in 1928, their total assets first surpassed 
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the closed-end companies during 1944 and at the end of 1954 were 
valued at over five times the closed-end figure.’* 

Various influences have been cited as contributing to this increased 
investor interest in the shares of open-end companies. First of all, 
there is the realization that equities are a hedge against the rising 
price level which has characterized some periods of the postwar era. 
The open-end companies have vigorously promoted the sale of their 
shares on the grounds of providing this hedge. Secondly, the redistri- 
bution of income accomplished during the past several decades has 
made it possible for middle-income people to invest part of their in- 
creased income. The diversification and professional management 
which the mutual funds offer seem to be appropriate for this type of 
investor. Also the relaxation of state laws regulating private trust in- 
vestments has opened the way for trustees to include investment 
company shares in their portfolios. And finally, various institutions, 
in their general shift toward equities, have favored mutual fund 
shares. All of these factors combined with the readiness of the open- 
end investment company to redeem its outstanding shares largely 
explain the growing popularity of this financial intermediary in 
recent years. Future growth of the mutual funds is conditioned upon 
the continuation of these and similar forces. 

From the very beginning the open-end investment company idea 
has emphasized equity investment. Thus growth for the open-end 
companies has meant ipso facto increased institutional holdings in 
equities. In this respect the open-end companies are unique among 
the institutions we are studying. The paramount position equities 
enjoy in open-end portfolios may be seen from the figures in Table 6. 

These figures portray an almost constant ratio of equity holdings 
to total assets. In addition the already very high proportion of 
equities to total assets renders an increase in this proportion ex- 
tremely unlikely. For practical purposes the total equity position can 
be increased only by a growth in total assets. A decrease in the 
equity ratio is possible but not very probable considering the nature 
of these funds and the growth prospects for the economy in the next 
ten to twenty years. Fluctuations in the ratios, such as occurred in 
1954, are influenced as much by the market behavior of the year as 
they are by conscious management decisions."* 


13. As can be seen from Table 6, the 115 open-end companies reported an increase in 
total assets from $3,130 million to $6,109 million during the period from December 31, 
1951, to December 31, 1954. During the same period the 30 closed-end funds increased 
only from $928 million to $1,128 million. Source: National Association of Investment 
Companies, 61 Broadway, New York 6, New York. 


14. A private, unofficial estimate made to the author by the National Association of 
Investment Companies in early 1957 put total equity holdings at 88 per cent of total 
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The net equity purchases by the mutual funds given in Table 7 
also indicate that there has been no changing investment policy on 
the part of the open-end companies. The fluctuations in the net pur- 
chase figures reflect only the investing public’s attitude toward the 
funds in any particular year. This is true because the magnitude of 
the mutual funds’ equity purchases is largely determined by the net 
sales of their own shares. Thus 1952, being the year of highest net 


TABLE 6 


EQuITY HOLDINGS OF OPEN-END COMPANIES 
(In Millions of Dollars) 


Equities as 

Total Total Percentage 

End of Year Equities* Assetst of Total 
2,950t 3,130 94 
3,700 3,931 94 
3, 4,146 94 
5 ,840§ 6,109 96 


* U.S. Congress, Senate, Committee on Banking and Currency, Factors 
A gy ey Stock Market, Sen. Report 1280, 84th Cong., 1st Sess. (Washing- 
ton, D.C.: Government Printing Office, 1955), p. 96. 

¢ National Association of Investment Companies, 61 Broadway, New 
York 6, New York. 

t Estimated by the author. 

§ The Securities and eames Commission estimated this figure to be 
5,500 = 5,200 in commons and 300 in preferreds. Cf. U.S. Congress, op. 
cit., p. 89. 


TABLE 7 


NET EQUITY PURCHASES AND NET SALES OF SHARES 
(In Millions of Dollars) 


Total Net 
Preferred Common Equity Net Sales of 
Year Stock Stock Purchases* Mutual Sharest 
10 220 230 353 
re 20 470 490 587 
eee 20 340 360 433 
ee 20 380 400 463 


* U.S. Congress, Senate, Committee on Sorting ont Currency, Factors A ffecting 
the Stock Market, Sen. Report 1230, 84th Cong., 1st . (Washington, D.C.: Govern- 
ment Printing Office, 1955), p. 95, where appear estimates made by the Division of 
Trading and Exchanges of the Securities and Exchange Commission. 

+ National Association of Investment Companies, 61 Broadway, New York 6, 
New York. 


purchases of mutual fund capital shares, likewise witnessed the larg- 
est addition of common and preferred stock to the funds’ portfolios. 

Table 8 is of interest in indicating the proportion of new money 
that is invested in common and preferred stock. In a perfectly stable 


security market with no price fluctuations these percentage figures 
would directly determine the ratio of equities to other assets. How- 


assets. The difference between this percentage and the figures given in Table 6 for 1954 
can be largely accounted for by the intervening market decline. 
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ever, in years with a rising stock market, as 1951, 1952, and 1954, 
the percentage which equity purchases are of new open-end invest- 
ment money will be lower than the percentage which equities are of 
total assets, provided this last ratio remains stable or increases only 
slightly. In 1953, however, a year of market decline, a higher per- 
centage for equity purchases—96 per cent—was required to main- 
tain equities at 94 per cent of total assets. These effects may be seen 
by comparing the percentages in Table 8 with those in Table 6. 

A latecomer in the investment company industry, the open-end 
investment company has within the past decade completely eclipsed 
the closed-end company which was popular thirty years ago. Gain- 
ing respectability in the eyes of the investor as a result of the Invest- 
ment Company Act of 1940, the open-end companies are, at least in 


TABLE 8 
STOCK PURCHASES AS PERCENTAGE OF NEW 
INVESTMENTS OF OPEN-END INVEST- 
MENT COMPANIES 


Year 

90 
90 
96 
94 


Source: Computed by the author from the figures of total 
assets and total equity holdings in Table 6 and the net equity 
purchases figures of Table 7. An allowance is made for 
capital gains and losses (see Technical Appendix). 


our present expanding economy, successfully tapping the increased 
savings of various groups and channeling them into the equity mar- 
ket in considerable volume. 


SELF-INSURED PENSION FUNDS 


Although privately managed pension plans were first developed in 
the last century, they have assumed proportions of financial signif- 
icance only in the past decade. Two wartime events proved to be the 
initial impetus to widespread development of the plans. First, the 
Internal Revenue Code of 1942 allowed special tax treatment for 
money contributed to these plans and, secondly, the War Labor 
Board permitted the introduction of pension plans to substitute for 
wage increases. But these decisions, important as they have been in 
the growth of the plans, were dwarfed by the events of 1949. In that 
year the Steel Industry Board recommended the establishment of 
pension plans for the industry and the courts upheld a NLRB ruling 
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that pension plans come within the scope of collective bargaining. 
Since 1949, as a result of collective bargaining, pension funds are 
the fastest growing financial institution in the American economy. 

Although there are two basic arrangements for the management of 
pension funds, the insurance plan and the self-insured or trusteed 
plan, we shall here consider only the latter since the investment of 
funds under insurance plans was treated implicitly in the section on 
life insurance. Under a trusteed plan the pension fund is intrusted to 
a bank or trust company which administers the funds with more or 
less discretionary power. Up until 1950 most trusteed pension funds 
were invested according to the very conservative standards for in- 
surance funds.”® This was the case despite the fact there was no legal 
restriction forbidding equity holdings in these funds. Such a situation 
prevailed because equities were considered to be too speculative for 
pension-fund portfolios. In April, 1950, however, New York passed 
the Prudent Man Law, which in effect removed the aura of specula- 
tion which had hitherto surrounded equities and the way was open to 
greater equity investments by pension-plan trustees. 

Increasing pressure by unions for pension-plan coverage was thus 
followed immediately by general acceptance of equities as sound in- 
vestment outlets for the funds. As would be expected, there followed 
substantial additions to the equity holdings of these funds. In the 
four years, 1951 through 1954, common and preferred stock hold- 
ings valued at cost increased from $965 million to $2,505 million.*® 

John J. McCloy, chairman of the Board of the then Chase Na- 
tional Bank, reported to the Fulbright Committee in the spring of 
1955 that his bank invested between 30 and 35 per cent of pension 
funds in common stocks.’* A spokesman for the Bankers Trust Com- 
pany of New York reported in 1952 that their investment policy 
allowed for 25 to 30 per cent in commons.’* That these percentages are 
more or less representative will be seen from the following aggregate 
figures of pension-fund investments.’® 


15. Financial Management of Pension Trusts (“Studies in Business Policy,” No. 66; 
New York: National Industrial Conference Board, Inc., 1954), pp. 13, 14. 


16. Securities and Exchange Commission, Corporate Pension Funds (“Statistical Se- 
ries,” Release No. 1335, Washington, D.C., October 12, 1955), p. 4. 


17. U.S. Congress, Senate, Stock Market Study, Hearings before Committee on Bank- 
ing and Currency, U.S. Senate, 84th Cong., Ist Sess. on Factors Affecting the Buying and 
Selling of Equity Securities, March 10, 1955 (Washington, D.C.: Government Printing 
Office, 1955), p. 439. 


18. Roger F. Murray, “Investment Aspects of the Accumulation of Pension Funds,” 
Journal of Finance, VII (May, 1952), 257. 


19. U.S. Steel’s pension trust with a balance of $728 million had 16.5 per cent in com- 
mons and General Motors’ fund of $371 million at the end of 1954 included 40 per cent 
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We see in Table 9 that the portfolio composition of the funds has 
changed each year since 1951 in favor of stocks. Since these assets 
are shown at cost, not at market value as was the case with the other 
institutions we are discussing, they do not reflect value appreciation 
from the bull market. 

Although total equity holdings have increased absolutely and rela- 
tively in pension funds, the growth has not been equally shared by 
commons and preferreds. In fact preferred holdings, while increasing 
in absolute value between 1951 and 1954 from $247 million to $420 
million, declined percentagewise from 3.9 to 3.7 per cent of total 
assets. Commons, on the other hand, increased in book value from 
$718 million to $2,085 million and from 11.3 to 18.6 per cent of total 
assets. 


TABLE 9 


EQUITY HOLDINGS OF CORPORATE PENSION AND 
P.ETIREMENT FUNDS* 
(In Millions of Dollars) 


Equities as 
Pre- Total Total Percentage of 
End of Year ferred Common Equities Assets Total 
247 718 965 6,356 15.2 
305 1,085 1,390 7,779 17.9 
ESR 1,490 1,857 9,479 19.6 
420 2,085 2,505 11,250 22.3 


Source: Securities and Exchange Commission, Corporate Pension Funds (‘‘Statistical Series,’’ Release No. 
1335; Washington, D.C., October 12, 1955), p. 4. 


* Uninsured plans of all corporations other than banks, insurance companies, and railroads. 


The tremendous impact these trusteed pension funds have had on 
the equity markets in these recent years may be seen in the figures 
for the net purchases of equities per year given in Table 10. The an- 
nual net purchases of commons have more than doubled in this 
period, being $257 million in 1951 and $539 million in 1954. Pen- 
sion-fund purchases of equities in 1954 topped all individuals’ net 
purchases by over $150 million.”° 

Also of value in indicating the shifting preference toward equities 
by the investment managers of trusteed pension plans are the figures 
in Table 11 compiled by Roger Murray of the Bankers Trust Com- 
pany showing the yearly net equity purchases as a percentage of the 


in common stocks. Both of these figures are at actual cost and so do not record the recent 
bull-market appreciation. “Must Companies Tell All on Pensions,” Business Week, No. 
1371 (December 10, 1955), p. 29. 


20. U.S. Congress, Senate, Committee on Banking and Currency, Factors Affecting the 
Stock Market, Sen. Report 1280, 84th Congress, Ist Sess. (Washington, D.C.: Govern- 
ment Printing Office, 1955), p. 92. 
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estimated increase in total assets for that year. The figures in Table 
11 further substantiate the belief that pension trustees have in- 
creasingly looked to equities as a very desirable investment for 
their funds. 

It seems probable that equity purchases by trusteed pension funds 
will continue at a brisk rate into the foreseeable future. It is unlike- 
ly, however, that the rate of growth in purchases prevailing in the 
years 1951 through 1954 can be projected with any degree of cer- 
tainty into the future. But we can safely state that pension funds, 
as an established institution in our economy, will be a consistently 
important factor in the equity market. 


TABLE 10 


NET EQUITY PURCHASES OF CORPORATE PENSION FUNDS 
(In Millions of Dollars) 


Net Net 
Purchases of Sales of Purchases of Purchases of Total Net 
Year Commons Commons Commons Preferreds Purchases 
are 281 24 257 50 307 
a 357 29 328 50 378 
SS 429 51 378 50 428 
ee 663 124 539 50 589 


Sources: For common stocks, Securities and Exchange Commission, op. cit., p. 3; for pre- 
ferred stocks, U.S. Congress, Senate, Committee on Banking and Currency, Factors Affecting 
the Stock Market, Sen. Report 1280, 84th Cong., ist. Sess. (Washington, D.C.: Government 
Printing Office, 1955), p. 95, where figures compiled by the Division of Trading and Ex- 
changes of the SEC are reported. 


TABLE 11 


STOCK PURCHASES AS PERCENTAGE 
OF NEW INVESTMENTS OF SELF- 
INSURED PENSION FUNDS 


Common Total 
Stock Equity 
Year Purchases* Purchasest 
20 24 
ae 23 26 
27 29 


* Roger F. ona. “Fresh Look at Pension 
Funds: SEC Study Trades Facts for Fantasy,” 
Trusts and Estates, XCIV (November, 1955), 944. 
In computing these figures from the SEC stud: 
mentioned above, Mr. Murray has made a “‘roug 
adjustment to eliminate capital gains influences” 
(ibid.) resulting from the sale of stocks during a 
rising market. The SEC, making no allowance for 
capital gains, reports these figures: ‘“The proportion 
of pension fund net receipts that was invested in 
common stock during the years 1951-53 was be- 
tween 20 per cent and 23 per cent. In 1954, how- 
ever, there was a sharp rise, with over 30 per cent 
of the net additions to assets of pension funds going 
into common stock.” Securities and Exchange 
Commission, op. cit., p. 2. 
¢ Computed by author with allowance for pur- 
of preferreds. 
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BANK ADMINISTERED PERSONAL TRUSTS 


Regulation of the investment of personal trust funds has been 
guided since the earliest days by two opposing principles named 
after the states in which they originated. The New York rule, first 
set forth in the 1869 case of King v. Talbot, was the juridical basis 
for the “legal list” statutes which enumerated certain investments as 
proper for the trustee, invariably denying approval to equities. The 
Massachusetts rule, also called the “prudent man rule,” stems from 
the decision of 1830 in Harvard College v. Amory. Not restricting 
the trustee, a priori, to any list of investments, this decision allowed 
the trustee to use prudent discretion in choosing investments. 

From 1830 to 1937, when the Michigan legislature approved the 
“prudent man rule” as a guide for trust investment, only six states 
saw fit to adopt it. But since 1937 there has been a general surge in 
the direction of the “prudent man” type of regulation. Some states, 
like New York, have adopted only a restricted “prudent man rule.” 
According to the New York law passed in 1950, up to 35 per cent 
of a trust covered by the law may be invested according to the 
“prudent man rule” with the remainder still restricted to “legal list” 
investments. Today only a handful of the smailer states still abide 
by the old “legal list” concept in matters of trust investment. 

Within this framework of the liberalization of investment regula- 
tions for trustees we may examine the available data concerning the 
investment of personal trust funds. The data in this area are less 
satisfactory than for the other institutions under consideration. This 
is due partially to the necessarily confidential nature of the data and 
partially to the diverse accounting procedures of the various trust 
institutions.”* 

In Table 12 appear estimates of the year-end market value of 
equities held in personal trusts where discretionary power is exer- 
cised by banks. However, the past influence of the banks in the 
equity market must not be gauged simply by these figures since 
many of these equities were purchased by individuals as individuals 
and deposited in kind in their personal trusts. These equities are 
significant as an indication of institutional influence only inasmuch 
as they are now under the adniinistration of banks. 

The current influence which banks exercise in the equity market 


21. Adequate data pertaining to personal trusts is very sparse. For example, the fiduci- 
ary information in the Annual Report of the Comptroller of the Currency for national 
bank trust departments is of little use for the purposes of this present study. The fiduci- 
ary figures in this Report are based upon ledger-carrying values—where extensive use is 
made of par values—and not upon current market values. 
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through the administration of personal trusts can be seen more 
clearly in Table 13. Here appear estimates for the net purchases for 
these accounts for the years 1951 through 1954. As can be readily 
seen from the nature of the numbers, these estimates are extremely 
rough and called by the SEC “tentative.” But even so, the 1954 
figure, representing over 14 per cent of the total market supply of 
equities on December 31 of that year, gives some indication of the 


TABLE 12 


EQUITY HOLDINGS OF BANK ADMIN- 
ISTERED PERSONAL TRUST FUNDS 
(In Millions of Dollars) 


End of Year Total Equities 
22,000 
25,900 
26,700 
37 ,800* 


Sources: Estimated by the New York Stock Ex- 
change in U.S. Congress, Senate, Committee on Banking 
and Currency, Factors Affecting the Stock Market, Sen. 
Report 1280, 84th Cong., Ist Sess. (Washington, D.C.: 
Government Printing Office, 1955), p. 96. The 1951 
figure supplied privately by the New York Stock Ex- 
change. 

* Estimates compiled by the Division of Trading and 
Exchanges, SEC, for Bank Administered Personal 
Trusts place 1954 total stockholdings at $37 billion 
with $32.7 billion in commons and $4.3 billion in pre- 
ferreds. U.S. Congress, op. cit., p. 89. 


TABLE 13 


NET EQUITY PURCHASES OF PERSONAL TRUSTS 
(In Millions of Dollars) 


Year Preferred Stock Common Stock Total Equities 
50 150 200 
_ re 100 200 300 


Source: U.S. Congress, op. cit., p. 95, where tentative estimates by the Division 
of Trading and Exchanges, SEC, are given. 


magnitude of the equity holdings in bank-administered personal 
trusts. 

What percentage of new trust money—as distinct from additions 
in kind—is invested in equities? In answer to this question we are 
unable to make a numerical computation because the necessary data 
are simply not available. The best that can be done is to weigh cer- 
tain indications which we do have at hand: the growing popularity 

22. U.S. Congress, Senate Committee on Banking and Currency, Factors Affecting the 


Stock Market, Sen. Report 1280, 84th Cong., Ist Sess. (Washington, D.C.: Government 
Printing Office, 1955), p. 89. 
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of common trust funds;** a survey conducted by Irwin Friend for 
Fortune ;** the meaning for equity investments of the agitation by 
trust men for freedom from “legal list” legislation; and, finally, 
statements by trust investment managers regarding the composition 
of their personal trust accounts.”° 

Balancing all these considerations one can conclude with some 
degree of confidence that in the neighborhood of 40 to 50 per cent of 
the new “average trust dollar” finds its way into equities. 


SUMMARY 


In Table 14 appear the figures for the equity holdings of the five 
institutions we have examined.*® The values are based on market 
valuation. No one factor can be pointed to as the cause of the growth 
in the institutional holdings of equities which this table portrays. At 
least on the surface, there seem to be instead many diverse develop- 
ments pointing in the same direction: legal decisions, collective bar- 
gaining agreements, declining interest rates, rising price level, and 
continuing high-level economic activity, which have served as the 
immediate impetus for this institutional interest in equities. 


APPRAISAL OF THE DATA 


The data presented in the previous sections indicate that the 
various financial institutions have all increased their equity holdings 
during the period under consideration. During this same period, 


23. Discretionary common trust funds had the following percentages for equities rela- 
tive to total assets: 1952, 56 per cent; 1953, 57 per cent; and 1954, 62 per cent. Trusts 
and Estates, XCIII (January, 1954), 16; XCIV (March, 1955), 207. 


24. According to this survey the long-run objective for bank-administered personal 
trusts was 45 per cent in common stocks. Irwin Friend, “New Influences in the Stock 
Market,” Fortune (March, 1953), p. 178. 


25. For example, the annual trust “symposiums” conducted by Trusts and Estates in 
their pages: Trusts and Estates, XCII (December, 1953), 934-48; XCIV (January, 1955), 
20-38, 58. 


26. Although complete institutional data are not available for the years beyond 1954 
the Senate Banking and Currency Committee has compiled the following information 


covering the leading companies of each institutional group for January 1, 1953, and 
October 15, 1955. These data concern only common stocks. 


InstITUTIONAL Common Stock 
(In Millions of Dollars—at Market Values) 


NUMBER OF Ho.pincs PERCENTAGE 
INSTITUTIONAL GrouP COMPANIES Jan. 1, 1953 Oct. 31, 1955 INCREASE 
Open-end investment companies......... 20 2,293 4,292 87.2 
Corporate pension SP 30 857 2,211 158.1 
Life insurance companies... . . j 25 834 1,553 86.2 
Casualty and surety insurance com; panies 60 682 1,095 60.6 
Fire insurance companies 40 836 1,278 52.9 
Bank-administered common trust funds... 30 311 524 68.6 


Source: U.S. Congress, Senate, Institutional Investors and the Stock ~. om 1953-55, Staff Report, 84th 
Cong., 2d Sess. (Washington, D.C.: Government Printing Office, 1956), p. 
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however, the value of the total supply of equities available in the 
market also increased, both through new issues and the appreciation 
in value of outstanding issues. Hence these factors must be taken 
into consideration if we are to appraise accurately the impact on the 
equity market of this increased institutional activity. 


TABLE 14 


COMPOSITE TABLE 
(Market Values, in Millions of Dollars) 


Equities as Purchases as 
Percentage Percentage 
Total of Total Net of New 
Year Equities Assets Purchases Investments 
Life Insurance Companies 
3.3 1.8 
2,573 3.3 150 2.9 
3.9 270 4.9 
Property and Liability Companies 
3,913 26 120 between 
a 4,366 27 280 22 
Fe 4,501 26 220 and 
32 240 25 
Open-End Investment Companies 
ERs 2,950 94 230 90 
1952 3,700 94 490 90 
ee 3,900 94 360 96 
| 5,840 96 400 94 
Self-insured Pension Funds 
ee 1,380 20 307 24 
aa 1,852 22 378 26 
CF 2,188 22 428 25 
3,612 29 589 29 
Bank-administered Personal Trusts 
22,000 200 between 
25,900 300 40 
26,700 300 and 
37 ,800 300 50 


Sources: Cf. the various tables in the appropriate sections. However, the Self-insured 
Pension Funds’ Total Equities figure is here given at market value while it is given in its 
section at cost. Also Equities as Percentage of Total is here computed on a market-value 


* Not available. 


In Table 15 an attempt is made to compare the growth of institu- 
tional equity holdings with the increase in the total market supply as 
a means of measuring the extent to which the market has become 
“institutionalized.” The equity holdings of each of the five institu- 
tions are expressed as a percentage of the total value of all the shares 
listed on the New York Stock Exchange. Such percentage figures 
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will enable us to appraise the contribution each institution has made 
to the institutionalization of the equity market.” 

Of the five institutions considered, only the life insurance industry 
did not register an increase in its equity holdings as large as the 
market increase. From year-end 1951 to year-end 1955 the life com- 
panies’ equity holdings as a percentage of the total supply declined 
from 2 per cent to 1.7 per cent. Any dynamic influence in the equity 
market from this quarter still resides in the realm of the potential 
and will be realized only if and when the industry decides that larger 
equity holdings are desirable and such problems as the valuation of 
equities have been solved. 


TABLE 15 


INSTITUTIONAL HOLDINGS AS PERCENTAGE 
OF TOTAL MARKET 


Institution 1951 1952 1953 1954 1955 
Life insurance companies..................- 2.0 2.0 i 1.9 1.7 
Property and liability insurance companies... 3.6 3.6 3.8 3.8 . 
Bank-administered personal trusts.......... 20.1 21.5 22.9 22.3 - 
Open-end investment companies............ 3.1 3.3 3.5 
Corporate pension funds..................- 1.3 4.5 1.9 2.1 


Sources: Business Statistics Supplement, Survey of Current Business, 1955, p. 101, and Survey of Current 
Business (February, 1956), S-20 for NYSE figures. For various institutions cf. the appropriate tables. 


* Not available. 


The property and liability insurance industry, with equity hold- 
ings equal to 3.6 per cent of the total market in 1951 and 3.8 per 
cent at the end of 1954, had a neutral effect on the market. Always 
a large equity buyer, this institution, following its traditional in- 
vestment policy, grew with the market during the four years studied. 

The data available for bank-administered personal trusts indi- 
cate a more than proportionate increase in the equity holdings ad- 
ministered by trustees. Until more accurate information becomes 

27. In the following table the value of all the stock listed on the New York Stock 
Exchange at each year-end has been expressed as a percentage of the 1951 figure. Also 
the equity holdings of the five institutions at each year-end have been expressed as a per- 


centage of their equity holdings at year-end 1951. These figures merely supplement the 
percentages of Table 15. 


RELATIVE} INstiTUTIONS COMPARED,WITH RELATIVE 
or Att Stock Listep on NYSE 


On December 31 1951 1952 1953 1954 1955 
All listed shares on NYSE....... 100 110 107 155 190 
Life insurance companies........ 100 110 115 147 163 
Property and liability insurance.. 100 112 115 165 * 
Bank-administered personal trusts 100 115 121 172 * 
Open-end investment Cupane. . 100 125 132 198 * 
Self-insured pension funds. . . 100 134 159 261 * 


Sources: Business Statistics Suntiennt, Survey of Current Business, 1955, p. 101, and Survey 
of Current Business, February, 1956, S-20 for NYSE figures. The values from fost through 1955 
in millions of dollars are as follows: 109,484; 120,536; 117,257; 169,149; and 207,699. For 
various institutions cf. the appropriate tables. 

* Not available. 
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available, however, we must rest content with this general observa- 
tion and not place too much significance on the precise figures for 
personal trusts given in Table 15. 

Thus these first three institutions did little more than grow with 
the market during the years under consideration. The claim to char- 
acterize the years 1951 through 1954 as a period of growing institu- 
tional activity in the equity market must be based primarily on the 
experience of the two remaining institutions, the open-end invest- 
ment companies and the self-insured pension funds. Indeed the 
mutual funds do show a consistent and sizeable relative increase in 
their equity holdings. These holdings were 2.7 per cent of the total 
market at year-end 1951 and by year-end 1954 had increased to 3.5 
per cent. 

However, the institution reporting the greatest growth is the much 
publicized pension fund. In the brief span of years considered by 
this study the self-insured pension funds experienced a phenomenal 
increase of their equity holdings. For an institution which was for all 
practical purposes nonexistent a decade ago this development is re- 
markable. It represents the most significant finding of this study. 

Although the fact that the value of institutional purchases of 
equities for the first time in history surpassed the value of all indi- 
vidual purchases in 1952 gave a general indication of the emergence 
of a new force in the equity market, closer examination has revealed 
that not all institutions participated equally in this new movement 
toward equities.** The life companies—about which perhaps more 
has been written than any other institution—were seen to have con- 
tributed not at all to the institutionalization of the equity market. 
The property and liability insurance companies and bank-admin- 
istered personal trusts were slight contributors to the institutional 
movement, while the bulk of the institutionalization was accom- 
plished through the activity of the mutual funds and the self-in- 
sured pension funds. 

28. A comparison of the activity of the pension funds, all insurance companies, and 


investment companies with the rest of the market is given in the following table pre- 
pared by the Senate Committee on Banking and Currency in billions of dollars. 


Net Purchases of Net Purchases of 
Net New Issues of Common Stock by Common Stock, Other 
Common Stock Other Insurance Companies, Than Investment 
Than Investment Pension Plans, and Company Shares, by 
Year Company Shares Investment Companies Other Investors 
1.3 4 9 
1.1 
2.1 .8 1.2 
1.6 7 8 
1.9 1.0 9 


Source: U.S. Congress, Senate, Institutional Investors and the Stock Market, 1953-55, Staff 
Report, 84th Cong., 2d Sess. (Washington, D.C.: Government Printing Office, 1956), p. 55. 
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APPENDIX: TECHNIQUES EMPLOYED IN COMPUTATIONS 


Table 3, “Stock Purchases as Percentage of New Investments of Life Insur- 
ance Companies,” and Table 8, “Stock Purchases as Percentage of New Invest- 
ments of Open-end Investment Companies.” The method used in computing 
these percentages is as follows: First the difference between total equity holdings 
at consecutive year-ends was computed. From this figure were subtracted the 
net equity purchases for the year, leaving a figure which was considered the 
capital appreciation for that year. Then the difference between total assets for 
consecutive years was computed. From this last figure was algebraically sub- 
tracted the capital appreciation figure for that year, leaving the total value of 
new investments. Finally, the net equity purchases were expressed as a per- 
centage of this figure. The resulting percentage is the percentage equity pur- 
chases are of new investments after an allowance has been made for capital 
gains or losses. In Table 3 the 1951 percentage has been omitted because of in- 
adequate data. 

Table 11, “Stock Purchases as Percentage of New Investments of Self-insured 
Pension Funds.” The percentages for common stocks are taken from Mr. Mur- 
ray’s article, to which reference is made. To add the proper percentage for the 
preferred purchases the following computation was made: The net purchases of 
preferreds were expressed as a percentage of net purchases of commons for each 
year. This percentage was multiplied by the percentage net purchases of equities 
were of total new investments to give the percentage for preferreds. This per- 
centage was then added to the percentage already computed for commons to 
give the percentage total equity purchases were of new investments. 

Table 14, “Composite Table.” Total equity holdings at market value of self- 
insured pension funds were computed from the same holdings valued at cost in 
Table 11 in the following manner: The percentage increase of the year-end 1951 
over the year-end 1946 SEC Composite Stock Index was computed. (Year-end 
1946 was 132.9 and year-end 1951, 190.5, giving a percentage increase of 43.3.) 
By multiplying the 1951 equity holdings valued at cost by this percentage increase 
an appropriate allowance is made for the capital gains of all stock held in the port- 
folios of the pension funds, including those stocks held even prior to 1946. This 
result, then, may be considered a market value figure for the total equity holdings 
at year-end 1951. 

The figure for each of the three years following was obtained in the following 
manner: The total of equity holdings at market value at the previous year-end— 
as computed—was multiplied by the percentage increase in the SEC Composite 
Stock Index for the current year (6.82 per cent increase for 1952; 4.96 per cent 
decrease for 1953; 38.41 per cent increase for 1954). The result is a capital appre- 
ciation figure for one year. This amount, plus the net purchase figure for the year, 
was then added to the previous year’s total at market value to give the new 
year-end market value of total equity holdings. This gives the year-end market 
value of equities for 1952, 1953, and 1954. 

To obtain the figure “Equities as Percentage of Total Assets” add the differ- 
ence between equities at cost and equities at market value to the total assets 
figure and then divide the market value equity figure for each year by the cor- 
rected total assets figure. 
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ABSTRACTS OF DOCTORAL 
DISSERTATIONS 


GERMAN MONETARY DEVELOPMENT, 1932-44* 


JouN J. KLEIN 
Oklahoma A. & M. 


From 1932 to 1944 the German wholesale price index increased 22 
per cent. During the same period the average quantity of money in- 
creased 437 per cent. The purpose of this study is to explain the di- 
vergent movements in these figures. A second way of stating the 
problem is that the decrease in German income velocity requires ex- 
planation. 

With an increasing monetary stock and price level, one expects an 
increase in velocity because of the desire to hold less money. The de- 
sire, however, for maintaining a given level of real cash balances 
provides a limit to the expansion of velocity. Germany behaved along 
these lines through 1938. After that, because of the full employment 
of resources, the war, and rising prices, one would have expected real 
cash balances to decline and income velocity to rise. This, however, 
did not happen. Instead, real cash balances increased rapidly, while 
income velocity decreased sharply. 

The experiences of other countries were examined. It was found 
that other countries such as Italy, Great Britain, and the United 
States during similar periods also experienced rises in real cash bal- 
ances and decreases in income velocity. In no case, however, were 
the increases in real cash balances nearly as great as those in Ger- 
many. Nor were the decreases in income velocity nearly as great as 
those in Germany. Was the German situation really different from 
the others? 

One of the main problems of the study was to determine the accu- 
racy of the officially published figures. It was found, for example, 
that the stock of money data had to be adjusted downward to take 
into account the expanded area of Germany. To measure the actual 

* A dissertation completed at the University of Chicago in 1955. An article by Klein, 
entitled, “German Money and Prices, 1932-44” and based on this thesis will be found in 


Studies in the Quantity Theory of Money, Milton Friedman, ed. (University of Chicago 
Press, 1956), pp. 121-59. 
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change in the price level provided a more formidable task. Three 
methods were used to measure the change in the German price level 
during the Nazi regime. All three methods indicate that the price 
level did in fact rise more than the official index shows. The first 
method resulted in an index of implicit prices for all commodities 
based on the value and volume of production from 1932—44. Second, 
black market sales and production were used to adjust the first esti- 
mate of prices. And, third, the average denomination of money was 
used as a measure of the price level. Those methods show that Ger- 
man prices in 1944 were 152 or 192 per cent of 1938 depending upon 
which of the latter two methods is referred to respectively. 

One interesting feature of the preceding analysis is the use of the 
average denomination of currency as an implicit price index. Admit- 
tedly the analysis at this stage is still fairly crude, but the author 
feels that this approach has possibilities for further research. There 
is little in the literature on this particular approach. There are how- 
ever, several pages in the thesis devoted to an analysis of the diffi- 
culties inherent in using the average denomination of currency as an 
implicit price index. 

Having adjusted the stock of money and price indices, discrepan- 
cies were also found in the national income figures for the period 
1942-44. 

Through the preceding processes it is shown that a sizable part of 
the discrepancy between changes in the recorded stock of money and 
recorded prices is accounted for by defects in the figures; still a 
puzzling large discrepancy is left unexplained. Thus, before adjust- 
ing the data, German real cash balances and income velocity in 1944 
were 436 and 23 per cent, respectively, of their 1938 level. After cor- 
recting the money, price, and income data, real cash balances were 
200 per cent and income velocity 43 per cent of the 1938 level. Hence 
it appears that German economic behavior did in fact change. 

The thesis examines some of the economic policies which may 
have led to this result. The inflationary fiscal policy and price, pro- 
duction, consumption, and capital market controls are examined. All 
these controls combined to partially limit the ability of the public to 
spend its increased incomes after the stage of full employment was 
reached in 1938. In addition, in 1943 and 1944 transportation disrup- 
tions caused individuals to hold larger cash balances. 
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ADMINISTRATION OF THE PURCHASING 
FUNCTION IN STATE GOVERNMENT* 


Epwarp S. LYNN 
University of Wisconsin 


Tue STUDY was designed to reveal current practices in the adminis- 
tration of the purchasing function in state government and to ana- 
lyze and evaluate those practices. The function is important because 
from one-sixth to one-fifth of the cost of operation of state govern- 
ments is the cost of materials, supplies, and equipment. 

The purchasing function is of a staff nature; the agency discharg- 
ing the function should provide (1) services to the agencies which 
use purchases and (2) control for a superior administrative author- 
ity in so far as the method of acquiring purchases is concerned. Its 
methods should be designed to prevent misappropriation of funds, 
but the agency should not be assigned responsibility for control of 
overspending, unwise expenditures, or expenditures for which no ap- 
propriation was made. The proper types of responsibility have been 
assigned to central purchasing agencies in most of the states. Present 
practice is for the latter agencies to make, or supervise the making of, 
virtually all contracts for purchases. 

The central purchasing agency’s function of service and control, 
together with the nature of the state government, determines its 
proper place in state government. If the governor is a strong admin- 
istrative official, the central purchasing agency, a valuable tool of 
administration, should be in a high position in his office. If a central 
administrative department exists, central purchasing belongs therein 
because of the close relationship which should exist between the 
budget, accounting, and purchasing functions of the government. 

The head of the central purchasing agency should be, and in all of 
the reporting states is, a single executive. If he reports to a board, the 
board should be policy-making in nature, and the chief executive 
should be responsible for the day-to-day operation of the agency 
within the framework of the policies set by the board. 

The answers to a questionnaire by officials in twenty-eight states 


* This dissertation was completed at the University of Texas in 1955. 
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indicate that some of the central agencies have developed organiza- 
tions which adapt the principles of organization to the needs of the 
agency. On the other hand, nearly half of the agencies have not pre- 
pared organization charts, and some of the charts which were sub- 
mitted display such faults as disregarding the span of control of 
supervisors, failing to group administrative services, and assigning 
specification and standardization activities to buyers. 

Many states did not evidence interest in the delegation of author- 
ity. The practice of delegating authority is essential if top manage- 
ment is to be free to perform its functions of planning, directing, and 
controlling agency operations. Organization is the chief vehicle by 
which delegation can be practiced and controlled. Similarly, it is a 
desirable means of co-ordinating agency activities. 

In general it may be said that the central purchasing agencies are 
now operating without formal plans for utilizing personnel and, 
therefore, are probably not obtaining the full potentialities of their 
employees. All of the agencies would benefit from the development 
and installation of a plan for the gradual application of the principles 
of personnel management to agency problems. Such a plan should be 
tailored to fit the circumstances and needs of the several agencies. 

The central purchasing agents either have not defined the methods 
which they use in arriving at decisions or are not articulate in de- 
scribing them. They do not have available much of the data which is 
essential to the making of correct decisions. The lack of data shows 
the absence of the kind of research which would lead to the develop- 
ment of the best methods of meeting the responsibilities of the agen- 
cies. Objectives and policies have not been well defined prior to the 
time at which decisions are made, and hence operations cannot be 
controlled in terms of these objectives and policies. 

The central agencies in some cases use allotments and encum- 
brances with conventional expenditure accounting, but as far as is 
known, none use cost accounting. Starting with conventional ex- 
penditure accounting and adding thereto easily provided output data, 
the purchasing agencies could with a minimum of additional work 
obtain significant benefits in the areas of budget preparation and 
control. 

Central purchasing agencies are responsible for communicating a 
considerable body of information to employees, using agencies, and 
suppliers. Communications with suppliers are satisfactory, but in 
many cases the other groups are not so well supplied with informa- 
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tion. For example, approximately one-half of the reporting agencies 
have not prepared a purchasing manual, which is one of the best 
means of presenting essential information to using agencies and em- 
ployees in an orderly fashion. 

In summary it may be said that the survey revealed that there is 
need for additional application of the principles of administration to 
the operations of central purchasing agencies. 
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FINANCING THE FLOW OF MAJOR 
HOME APPLIANCES* 


Epwarp L. Rapa 
University of California at Los Angeles 


‘ 


SEVERAL SCHOLARLY STUDIES are available on the sales financing of 
automobiles. Since nothing comparable exists for major home appli- 
ances, it appeared that an institutional study of their financing might 
be of some value. 

Major home appliances—the big kitchen and laundry appliances, 
radios, and television sets—are of significance in our economy and 
daily living. More than 45 million American families own, on the 
average, six major appliances; the total represents some $30 billion 
in unused consumer capital. Retail sales, mostly replacement, amount 
to more than $4 billion yearly and support nearly 100 appliance 
manufacturers, employing more than 300,000 workers, 3,000 dis- 
tributors, and 30,000 dealers. 

Major appliances are durables of high unit value. They are espe- 
cially useful for young families with children. Most of these families 
have inadequate incomes and reserves to acquire all desired con- 
sumer durables at once. Some 75 per cent of all major appliances are 
bought with credit. More than half are purchased with short-term 
instalment sales credit, but long-term financing of the essential 
appliances as fixtures in the home is increasing. 

The consumers’ need for financing is reflected in the trade’s needs 
for sales and inventory financing. Appliance dealers hold to maturity 
about 50 per cent of their instalment contracts; the remainder is 
sold—about three-fourths to commercial banks and the rest to sales 
finance companies and other institutions. 

Prior to World War II, external appliance financing for middle- 
men and consumers was considered inadequate. Sales finance com- 
panies concentrated on the more profitable automobile financing and 
banks were not interested in consumer credit. Most appliance manu- 
facturers, unlike automobile manufacturers, supported their middle- 
men with liberal open-account trade credit. 

Today, most of the middlemen and consumers have adequate 
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credit—too much oftentimes. Adequate sales financing has become 
necessary for survival in a highly competitive national market that 
favors large firms. Medium-sized manufacturers are trying to meet 
competition by sponsoring sales financing plans for their dealers. 
Large manufacturers are establishing their own sales finance com- 
panies. Small manufacturers are being liquidated. 

Extra credit services are being added and financing terms are be- 
ing liberalized. Consumers pay for these extra costs in the form of 
higher financing charges; the true cost is disguised by the discount 
method of quoting rates. The widespread use of liberalized instal- 
ment sales credit has necessitated some regulation on the consumers’ 
behalf. Fourteen states now regulate some phase of instalment sell- 
ing; seven regulate all types of instalment sales credit. Should an 
economic recession develop, state regulation of such financing un- 
doubtedly would spread. Federal regulation might be invoked as a 
supplementary measure to the government’s monetary and fiscal con- 
trols. 

Scholars will find the appliance field worthy of further study. 
Close attention should be paid to the trends toward concentration of 
production, specialization in distribution, and the increasing number 
of manufacturer-sponsored financing plans and “captive” sales 
finance companies and their effects on the consumer. Greater finan- 
cial control of middlemen by manufacturers might hamper effective 
competition in the appliance industry. 
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AN EVALUATION OF ACCOUNTING METHODOLOGY 
AS AN ACCENTUATING FACTOR IN 
BUSINESS FLUCTUATIONS* 


Detmas D. Ray 
University of Florida 


SINCE PROFESSOR FRITZ SCHMIDT wrote Die Industriekonjunktur-ein 
Rechenfehler in 1927, the theory has persisted that accounting 
methodology accentuates business fluctuations. The purpose of the 
study is to try to determine if accounting is capable of affecting busi- 
ness decisions relative to investment, dividend policy, wages, and 
prices in such a way as to accentuate business fluctuations and to 
determine if the underlying assumptions seem realistic. As a corol- 
lary, an attempt is made to determine if there have been changes in 
the institutional arrangement, or in accounting techniques, since 
Schmidt’s publication that would tend to modify accounting method- 
ology as an accentuating factor. 

Of the four components of gross national product, this study deals 
with the effects of accounting methodology upon private domestic 
investment and personal consumption expenditures. Net foreign in- 
vestment is ignored because of its small size and governmental ex- 
penditures are ignored because it is felt that they are not closely tied 
to accounting policies of business firms. The emphasis is on the 
large corporation since better information on this type of business 
organization is available and since the large corporation does the 
lion’s share of the country’s business. Much of the material pre- 
sented is qualitative in nature, the evidence is indirect, and the 
propositions are not subject to direct “proof.” However, whenever 
possible, the relationships are expressed quantitatively. 

In chapters ii and v much evidence is presented to show that, over 
the years, writers have thought that accounting did affect business 
fluctuations via investment decisions, and the specific accounting 
practices, as well as the points of contact with business cycle theory, 
have been highlighted. In chapter vi the inherent assumptions on 
which the theoretical structure of the earlier chapters is built are 
examined. Certain alternative assumptions underlying investment 
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behavior are considered and the segments of the present-day insti- 
tutional framework, which have been abstracted away in earlier 
chapters, have been replaced. Accounting methodology is alleged to 
accentuate business fluctuations by affecting dividend, wage, and 
pricing policies of business firms and, hence, consumption expendi- 
tures. An evaluation of this side of the argument forms the subject 
matter of chapters vii and viii. 

The author concludes that accounting methodology accentuates 
business fluctuations via investment expenditures if it is assumed 
(1) businessmen attempt to invest in such a way as to maximize ex- 
pected profits; (2) past profits as measured by accounting methods 
are accepted in lieu of expected profits; and (3) businessmen are 
misled by profits as reported by accountants. The first assumption is 
considered valid from a long-run point of view but only partially true 
in the short run in the large, widely-held corporation. While ex-post 
profits, as determined by accounting methods, appear to be taken 
into consideration in the making of investment decisions, the evi- 
dence indicates that expected profits are not merely the projection of 
past profits, as is so often implied. The assumption that business- 
men, especially in the large corporations, are misled by the “mis- 
statement” of profit due to accounting methods is unwarranted. 

The effects of accounting methodology upon consumption expendi- 
tures by unduly influencing dividend and wage policy are negligible. 
While it may be possible that the use of accounting costs is a factor 
contributing to the reluctance of businessmen to lower prices during 
depression, the role of price flexibility in business fluctuations is it- 
self an unsettled one. 

In recent years, there have been changes in both the institutional 
arrangement and in accounting techniques that would tend to weak- 
en accounting methodology as an accentuating factor. While the 
theory that accounting methodology accentuates business fluctua- 
tions cannot be completely vitiated, the writer believes it has been 
unduly emphasized. 
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THE HISTORY AND THEORY OF AUTOMOBILE 
LIABILITY INSURANCE RATING* 


H. JEROME ZOFFER 
University of Pittsburgh 


THIS STUDY WAS UNDERTAKEN with the purpose of determining the 
techniques involved in establishing premium rates for automobile 
liability insurance. As the result of a continuous series of rate in- 
creases since the end of World War II, greater attention has been 
focused on the procedures used by the rating authorities in promul- 
gating rate revisions. 

The theory of rating has been analyzed in an attempt to indicate 
the standards which the rate makers follow in establishing rating 
formulas. Attention was given to the determination of a proper loss 
ratio so that exposures may be adequately measured. 

To facilitate an understanding of current practices, the history of 
the rating processes was developed from the initial arbitrary judg- 
ment rates of the early 1900’s to the complicated theories of recent 
revisions. The classification systems were also reviewed to illustrate 
the problem that has existed continually in the automobile liability 
field of equitably allocating the insurance cust among various classes 
of insureds. Both the pure premium and the expense portions of the 
manual premium were considered, so as to indicate any possible 
basis for criticisms of the rating methods. 

Because of the effect of state regulation on the rating structure, 
the provisions of regulatory acts were examined to point out their in- 
fluence on rate-making theories. The importance and duties of the 
rating bureaus, as well as the statistical plans which they have 
established, were reviewed to stress the importance of co-operative 
rate making, particularly in recent years. While the emphasis is 
primarily on private passenger cars, brief mention was made of com- 
mercial vehicles, as well as those classed as miscellaneous. 

Considerable discussion was devoted to a statement of recent 
problems in the automobile liability rating field, as well as new 
theories which have been developed in an attempt to solve such 
problems. The rate revisions of the past eight years, with emphasis 
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on Pennsylvania statistics, were discussed in great detail so as to 
illustrate the actual techniques employed. 

To provide further background for an understanding of rating 
theory, some attention was given to collateral fields which affect au- 
tomobile liability rating. The problem of the uninsured motorist and 
the attempts which have been made to alleviate the results of that 
problem were inspected in so far as they relate to rating theory. The 
financial responsibility laws and the effect they have had on insur- 
ance rating were indicated. Some of the more modern approaches to 
a non-compulsory system of automobile liability insurance, such as 
unsatisfied judgment funds and impoundment laws, were also con- 
sidered. Because of the attention currently being given to the com- 
pensation approach to automobile liability, mention was made of the 
operation and rating methods used in such a system. 

Primary emphasis was placed on class-rated vehicles, although 
attention was called to merit rating plans for individual cars, as well 
as experience, composite, and retrospective rating plans for fleets. 
The experience of typical carriers was analyzed to determine the 
effectiveness of the rating policies over a decade of experience. 

It was found that the rating authorities have attempted to in- 
corporate every possible measurable factor in the rating structure, 
but that economic trends have made scientific rate-making extremely 
difficult. Projection and development factors were calculated to in- 
corporate future trends into present rates, and approval by state 
officials is indicative of their general acceptance in the rating formu- 
la. The past few years have produced great strides in automobile 
rating theory and it was concluded that even more drastic changes 
may be expected in an attempt to formalize every possible variable 
entering into the rating structure. 
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BOOK REVIEWS 


Business Finance 


Robert Oliver, Merchant of Baltimore, 1783-1819. By Stuart W. Brucuey. 
Baltimore: Johns Hopkins Press, 1957. Pp. 411. $5.00 (paper). 


This is a careful description of the business activities of the firm of Oliver 
Brothers, gleaned from journals, ledgers, and other business records and com- 
munications in the possession of the Oliver descendants and the Maryland His- 
torical Society. It is intended primarily for the historian, but several chapters 
are of interest to the student of finance. 

Chapters ii and iv deal with the slow growth of the Oliver business between 
1783 and 1801 when Robert Oliver established himself as a shrewd, reliable, and 
sound merchant, built up his working capital, and established close associations 
with some of the leading houses in Europe (Hope & Co. in Amsterdam and 
Baring Bros. in London). During the following four years, 1802-6, the firm 
flourished in the coffee business, including the lucrative but dangerous trade with 
Haiti, which had just revolted against French rule and was anxious to sell its 
coffee despite the French blockade. 

By far the most interesting part of the book, however, is chapter vi, a counter- 
part to Hidy’s The House of Baring in American Trade and Finance. In 1803, 
Charles IV of Spain agreed to pay Napoleon 72 million francs annually, but 
promptly defaulted in part because of lack of specie. The difference was ad- 
vanced to Napoleon by the French banker Ouvrard, who then obtained a conces- 
sion from Charles IV which gave him a trading monopoly with the Spanish 
colonies and authorized him to extract gold and silver from the Spanish treasury 
in Mexico, the profits to be divided equally between Ouvrard and Charles. 

The Olivers became the most important American link in this scheme. For 
eighteen months they enjoyed a virtual monopoly in the Vera Cruz trade, which 
yielded them a profit of $775,000, a huge fortune in those days. Part of their task 
as “neutrals” was the “purchase” of specie in Vera Cruz which was then “sold” 
to the Ouvrard interest in Baltimore at a 15-19 per cent profit. The most fantas- 
tic aspect of the whole arrangement was the fact that the British, although at 
war with France, closed more than one eye to facilitate the transfer of the specie 
in return for a share of the profit which was funneled through Hope Co. and Baring 
Bros. Carefully substantiating each point, the author unravels the intricate ties 
in this amazing business deal, compared with which the most daring modern 
schemes seem like innocent parlor games. 

G. C. WiecAND 
Southern Illinois University 


Corporate Finance. By ELvin F. Donatpson. New York: Ronald Press, 1957. Pp. 
x+876. $7.50. 


This volume is written primarily as a college text. It is extremely readable. The 
complexities of modern financial operations have been reduced to clearly under- 
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standable language, and where technical terms are used, they have been accurate- 
ly and adequately explained. A student with very little prior training in the field 
should have little difficulty in following and absorbing the discussion. There are 
few footnotes, the author apparently preferring to supply illustrations where ap- 
propriate in the text material itself. 

After a first chapter defining the scope of the work, two chapters are devoted to 
an adequate discussion of the various types of unincorporated forms of business or- 
ganization. Of considerable interest here is the comparison of corporations and 
partnerships with respect to their Federal income tax status. The differences are 
clearly shown by the assumption of investment and income figures. 

The author’s comprehensive research in the field of business organization, 
which made his earlier text Business Organization and Procedure a real contribu- 
tion to the field, is put to good use in the two chapters on corporate stock. The 
subject of bonds is always difficult to handle briefly, and here, too, it probably 
consumes more space and involves more detail than most teachers could possibly 
devote to it in their classes. Although 140 pages are concerned with bond discus- 
sions, debenture bonds and subordinated income debentures, in view of their 
present widespread utilization, do not appear to be adequately treated, especially 
as to reasons for their issuance. Many users may feel that there is too much space 
devoted to investment banking and the securities exchanges because they are mat- 
ters often covered outside the field of corporation finance in other courses. How- 
ever, teachers at colleges where only a limited offering of finance is found in the 
curriculum will welcome the inclusion. The material is handled well. It is suffi- 
ciently detailed to give the student a general understanding of “Wall Street” op- 
erations. 

In view of the great importance of working capital to small, medium, and large 
concerns and especially of the large amount of installment sales financing, factor- 
ing, and short-term financing, the treatment here seems too brief, especially in 
comparison with the space devoted to securities. 

An excellent chapter has been devoted to privileged subscriptions. Although 
short, it is extremely clear and well developed through the use of assumed figures. 
The discussion of dividend policy somewhat illogically precedes the chapter on 
the kinds of dividends. Since policy often governs the choice of the form of pay- 
ment, it would seem that the student would be better served by a rearrangement 
here. The advantage of stable dividends are clearly set forth, but absent is a dis- 
cussion of the seriousness of adopting such a policy. 

Because diversification is so frequently given as the motive for expansion, there 
should be a more extended discussion, especially of the management problems 
which such a policy entails. The treatment of mergers, holding companies, and 
other methods of combination is adequate. Investment companies are given an 
entire chapter in which various types and methods of operations are discussed in 
detail. While well done, it does not seem appropriate in a book on corporation 
finance. Some discussion of this subject could have been included in the section 
devoted to security buyers. 

Just about enough space is devoted to failures, readjustments, reorganizations, 
and bankruptcy. The section could be improved by the addition of material on de- 
tecting some of the causes of failure (briefly discussed). 

The teacher will welcome the questions and problems found at the end of each 
chapter and the teacher’s booklet prepared by the author. Final comment is that 
again a good book has been made too long. There is too much detail in the book 
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that could be covered in the classroom. Nevertheless, the clarity of presentation 
will help the student cover rapidly what may seem to be a large reading assignment. 


ANNE E. Hutse 
Hunter College 


Patterns of Farm Financial Structure. By Donaup C. Horton. Princeton: Prince- 
ton University Press, 1957. Pp. xx+185. $4.50. 


Dr. Horton’s study is one of a series of investigations constituting the Agricul- 
tural Finance Project of the National Bureau of Economic Research. This study 
analyzes primarily conditions in 1940. An attempt is made to throw some light on 
the determinants of various patterns of farm financing. Unfortunately a sample of 
farms was not available for analysis but rather a sample of 108 counties. The pro- 
cedure was to select “from among 250 counties on which usable information was 
available, 108 that appeared to be relatively homogeneous internally as regards 
the physical and economic characteristics of their component farms and that, as a 
group, gave the widest possible representation of different kinds of agriculture.” 
For each county the average farm data were used. The usefulness of the data is 
severely limited by restriction to one point in history and by the form of the data. 

This study is devoted primarily to the question of what types of agriculture are 
financed by various classes of credit institutions. Subject to the limitations of the 
sample and the analytical methods used, the study has found, for example, that the 
large-farm counties used insurance company mortgage funds to a greater extent, 
and bank mortgage funds to a lesser extent, than average; that large-scale crop 
farms are financed heavily by landlords, and by creditors who lend over a broad 
area, while the small-scale dairy farms are financed to a much greater extent with 
the operators’ own funds and by local sources of credit; that credit is relatively 
important in agriculture which provides adequate security but which lacks those 
characteristics that attract landlord investment; that the highest percentages of 
outstanding farm mortgage loans are held by banks in counties where operator in- 
terest is high and landlord interest is low, while large percentages of all out- 
standing loans are by insurance companies in counties where landlord investment 
is high and operator interest is low, and where the percentage of mortgaged farms 
is high. 

The principles determining the comparative role of equity and debt in the eco- 
nomic system and in its various parts are of tremendous importance. A study of 
these principles in the field of agriculture may be of value not only for that single 
field but for other fields and for the economy generally. 

But while Dr. Horton also has alluded to the great questions of the forces de- 
termining the respective extent of owner-operator and tenant farming, of equity 
versus debt on owner-operator farms, of landlord equity versus mortgage debt and 
of tenant equity versus non-mortgage debt, he has not related the data to them. 
He has done a very great amount of ingenious statistical work, but one is inclined 
to conclude that the author should not have restricted himself so narrowly to the 
inadequate data which he did use. It is to be hoped that Dr. Horton will find op- 
portunity to use his very great talents to attack the major questions in a more 
comprehensive manner, not restricting himself, as he has done in this book, to a 
single limited body of rather unsatisfactory data. 


Homer Jones 


Board of Governors of the Federal Reserve System 
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Modern Corporation Finance. By W1tt1AM H. Hussanp and James D. Dock- 
ERAY. 4th ed.; Homewood, Ill.: Irwin, 1957. Pp. xiv+771. $6.50. 


This is the fourth edition of a well-known and widely used text on corporation 
finance which was published originally in 1942 and was revised in 1948 and 1952. 
Each edition went through several printings. The fourth edition continues the 
emphasis of the earlier editions on the relations between the corporation and out- 
side interests, investors, government, and the public generally. Although this is 
not a book on internal administration of the corporation, some attention is given 
to such matters as term loans, field warehousing, the sale and leaseback as a 
means of financing, and executive compensation. But even in dealing with these 
quite practical matters the emphasis is on public policy—upon the corporation as 
an effective instrument of social and economic policy. 

The topical coverage and organization of material is conventional. There are 
thirty-seven chapters organized in eight parts dealing with (1) the corporation, 
(2) instruments of corporation finance, (3) promotion, capitalization, owner- 
ship, and management, (4) sale and regulation of securities, (5) income and 
working capital, (6) corporate expansion, (7) failure and reorganization, (8) 
public policy. 

A weakness of the book is a tendency to sometimes be misleading or inaccurate 
in illustration and incidental comment. Moreover, some of these inaccuracies 
have persisted since the first edition. Some examples are shown here: 

a) In connection with a discussion of depreciation policies on page 493, it is 
asserted that railroads make no charge for depreciation except on equipment. 
Actually, railroads have depreciated road property and structures in addition to 
equipment since 1943, the only non-depreciable assets being land, ties, rails, 
ballast, etc. 

b) In a discussion of capital surplus on page 212, it is stated that “perhaps 
the most typical source of such surplus may be found in the sale of fixed assets 
at a profit... .” Perhaps the reasoning here is that gains on sale of capital assets 
are capital gains and hence become part of capital surplus. Actually, realized 
gains on sale of fixed assets are always recognized as an entirely legitimate addi- 
tion to earned surplus. 

c) In a discussion of dividend policy on page 466, a footnote asserts that 
“English law, on the other hand, limits dividends to income of the current year. 
Surplus retained from prior years earnings is not available for dividends.” The 
reviewer finds nothing in legal sources to substantiate this flat statement. It is 
true that in England a company may declare dividends from current earnings 
without taking account of a prior accumulated deficit, but it does not follow 
that dividends are limited to earnings of the current year. 

But it must be emphasized that, in spite of occasional inaccuracy or even con- 
fusion in illustration or incidental comment, this is a well-balanced and broadly 
inclusive treatment of the corporation and its role in a private enterprise society. 
There is no confusion or inaccuracy discernible in the development of the main 
ideas of the book. 

The book appears to be highly teachable. The questions at the end of the 
chapters are thought-provoking and not of the memory type. Chapter bibliogra- 
phies, tables, and footnotes have been brought up-to-date, and the general index 
is satisfactory. In the reviewer’s opinion, the new edition will maintain the book’s 
established position as one of the leading texts in corporation finance. 


O. K. BurreLi 


Book Reviews 


University of Oregon 
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A Case Study of Balloting Regulation: The Boston and Maine Recapitalizes, 
1948-1953. By Rosert L. Masson. Boston: Harvard Business School, 1956. 
Pp. xvi+373. $4.50. 


Balloting regulation involves more than honest counting. The Boston and 
Maine case proved to be almost ideal for a study of these other problems. It was 
the first case to be litigated under Section 20b, and it presented sufficient com- 
plexity to bring out many issues. 

By three readjustments (1919, 1926, and 1940) the Boston and Maine Rail- 
road Co. had brought its leases and its bonded debt down to manageable size; 
but in this process its stock issues had become fantastic. After 1940 it had a 
prior preference, a “first” preferred, a “plain” preferred (non-cumulative), and 
common stock. Within the “first” preferred, there were five issues bearing divi- 
dend rates varying from 44 to 10 per cent. Each of these had been further sub- 
divided by the reorganization of 1926 into “stamped” and “unstamped.” By 1949 
all were in arrears, and dividend arrearages exceeded $100 per share on the 
senior or prior stock. The readjustment of 1948-53 was an attempt to rationalize 
this capital structure. 

The plan submitted to the ICC in January, 1949, offered sixty-five one- 
hundredths of a share of new common to all the holders of Class A first pre- 
ferred stock which by its existing contract was entitled to $5.00 a year and to 
arrearages of $86.25 per share; but it offered only 1.05 shares of new common to 
holders of Class D first preferred which was entitled to $10 per year and to 
arrearages of $172.50 per share. Certain holders of Class D attacked the plan 
before the ICC as unfair and then later attacked the balloting procedure. The 
statute requires assent by 75 per cent of each “class” of security affected. The 
ICC put all types of “first” preferred into one class. The objectors wanted to 
make a separate “class” of each type of first preferred stock. On this issue the 
objectors lost. The ICC has power to prescribe reasonable classes. 

The railroad employed professional solicitors to secure assents. These solicitors 
among other things borrowed stock in the New York market and instructed their 
brokers to assent it before closing the loan. The right of borrowers and their 
transferees to vote borrowed stock (in the absence of special contract) seems to 
be well established. No other rule would be workable; but in this instance such 
votes were thrown out on the ground that they were controlled by the railroad. 
The railroad’s solicitors also bought stock which they assented and then sold. 
Votes secured by such temporary ownership were, however, not challenged by 
the objectors in this case. 

The rule-of-thumb adopted to solve the dilemma of broker’s votes and the 
defects of this rule cannot be examined here. It is also impossible even to enu- 
merate the other procedural problems. A review can do no more than indicate 
the nature of a book’s contents and suggest its point of view. Here is a book that 
is substantially unique in its content. It should be read by everyone interested in 
either corporate reorganization or the more general problem of corporate elec- 
tions. Its final chapter contains also a few sharp hints for legislators and regulat- 
ing authorities. 


DonaLp S. TUCKER 
Massachusetts Institute of Technology 
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Essays on Business Finance. By MeRwIn H. WATERMAN ef al. 3d ed.; Ann 
Arbor, Mich.: Masterco Press, 1957. Pp. 383. $4.50. 


This book presents twenty-one essays on important phases of business finance, 
written by ten competent authorities. Six of the twenty-one essays deal with 
business borrowing, sources of funds, and capital management; three with pro- 
motion and organization; two with the legal concept of capital stock and cumula- 
tive voting; two with primary and secondary securities markets; and the re- 
maining eight essays discuss “trading on the equity,” government regulation of 
new issues, capital expenditures, valuation of business enterprises, capitalization 
and recapitalization, expansion by consolidation, liquidation and bankruptcy, and 
involuntary reorganization. 

This is the third edition of this book and is an enlargement from the first 
edition of six essays by two authors and the second edition of eighteen essays by 
eight authors. 

The presentation of a collection of essays by competent authorities on particu- 
lar subjects in the field of business finance is a creditable undertaking resulting, 
in this instance, in making available a number of particularly good essays. Most 
notable are the six essays that discuss the various sources of funds for short- 
term, “intermediate,” and long-term uses and the proper handling of such funds 
by the management of a business enterprise. These and a number of other 
essays are recommended for all who are interested in selected reading and study 
in the field of business finance. The authors are thorough in discussions of 
particular aspects of their topics and present learned and considered opinions 
with regard to controversial phases of such topics. 

Unhappily, the book’s Preface makes a pretentious claim upon which a com- 
ment seems necessary. The Preface states that the present edition “now treats 
all subjects included in the typical college course in corporation finance. Hence 
the book, as now constituted, can be used either as a text or as a reference work 
by instructors who prefer the ‘management approach.’ ” However, the book has 
a number of serious disadvantages for use as a basic text or reference work. 

First, important subjects, such as proxies (and proxy contests), financial state- 
ments (and analysis), corporate reports, stock options, titles and duties of 
corporate officials, investment trusts, employee stock purchase plans, and others, 
are either not mentioned or only briefly noted; second, the book does not con- 
tain an index; third, most essays do not include a bibliography; fourth, only a 
very few reference tables are included; fifth, some of the essays were obviously 
written a long time ago and have not been brought up to date; sixth, the book 
does not include review questions and problems, as are often presented in text- 
books; and, seventh, the essays are written very unevenly, some having been 
prepared for advanced students of finance and others having been written for 
beginners. With regard to the last point, the Preface reminds readers that “no 
attempt has been made to ‘edit’ ideas nor to harmonize conflicting points of view, 
styles of writing, and approaches.” 

To summarize, this book seems definitely worthwhile for selected reading, 
which would also recommend it for use as a supplemental text, but suffers certain 
deficiencies for use as a basic text or reference work. 


Book Reviews 


THEODORE S. KLISTON 
Loyola College, Baltimore 
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Consumer Finance 


Financing the American Consumer. By Cart A. DAUTEN. St. Louis, Mo.: Ameri- 
can Investment Company of Illinois, 1957. Pp. iv-+84. Gratis (paper). 


This monograph summarizes the basic facts and ideas about consumer- 
financing institutions. The presentation is more complete and informative than 
textbook discussions but does not have the richness of detail of the Phelps’ 
studies, nor the breadth and analytic scope of the recent Federal Reserve Board 
five-volume survey of consumer credit. It nevertheless fills an important and use- 
ful niche in the literature on consumer credit institutions in providing an authori- 
tative, non-technical brief treatment. 

The monograph begins with a general discussion of the role of consumer 
credit and, in the final four chapters, discusses successively consumer finance 
companies, industrial banks and credit unions, sales finance companies, and com- 
mercial banks. For each of these institutions, Dauten provides a discussion of the 
history, legal status, organization and operation, sources of funds, character of 
loans and borrowers, operating methods, current problems, and developments. 

Each of the essays is clear and authoritative, with a remarkable economy of 
language, but at no sacrifice of balance and completeness. His survey of develop- 
ments and problems provides a brief introduction to many analytical aspects 
about the operation of these institutions. While no discussion of the current issue 
of control of consumer credit by the Federal Reserve authorities is attempted, a 
valuable background for understanding the subject is provided. 

One of the things which makes this monograph highly valuable and illustrates 
the utility of having private institutions engage academic experts to perform this 
kind of task is the underlying tone of balance and good judgment found through- 
out the work. For example, when he discusses the growth of consumer credit and 
its relationship to the growth of the production and sale of consumer durable 
goods (p. 11), he does not ascribe, as many authors do, a central and domi- 
nating role of consumer credit in the development of a mass market. Rather, he 
calls attention to basic economic and social forces which undoubtedly have been 
of greater significance. 

Similarly, when he discusses the volume of consumer credit in relation to dis- 
cretionary income (p. 17), he expresses a necessary caution with regard to the 
current nature of discretionay income with the growth in spending on a new 
variety of services which many consumers come to regard as virtually indis- 
pensable or necessities. 

In summary, this pamphlet is a useful addition to the developing literature on 
consumer credit. It will enhance public understanding and further contribute to 
the desirable function this form of financing performs in the economy. 


J. Frep WEsTON 
University of California, Los Angeles 


Insurance 


Trends and Problems in the Distribution of Property-Liability Insurance. By 
Joun S. Bickiey. Columbus, Ohio: Bureau of Business Research, Ohio 
State University, 1956. Pp. xi+71. $2.00. 


This short monograph reports the results of a series of interviews with the 
top management of thirty-seven of the more rapidly growing fire and casualty 
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insurance companies. From these interviews the author, an insurance professor 
at Ohio State and editor of the Journal of the American Association of Univer- 
sity Teachers of Insurance, was able to identify and report on many sweeping 
changes that are taking place currently in property-liability insurance marketing 
methods. Among these are improved product design through contract liberaliza- 
tion, simplification of forms, and increased use of package contracts; improve- 
ment in the quantity and quality of service to the policyholder by the decentral- 
ization of facilities, the expansion of medical and engineering services, and the 
introduction of instalment payment plans; and the reduction of both acquisition 
and administrative costs by the lowering of sales commissions, a commensurate 
reduction in the number of time-consuming and non-productive administrative 
tasks to be performed by the sales force, and provision for handling the corre- 
spondingly greater administrative load on the home and branch offices by elec- 
tronic data-processing equipment. 

In the effort to increase their premium volume and improve their relative 
market position, certain of the less-inhibited insurers have moved into new and 
novel areas for insurance marketing, from selling over the counter in department 
stores to merchandising from vending machines. These companies are experi- 
menting with, or have adopted, merit and demerit rating plans, continuous con- 
tract forms, direct billing, and many other innovations. The author found that 
the “outstanding characteristic of those companies which are doing the best job 
of marketing property-liability insurance is the interest of the officers in new 
ways of doing business.” On the formal research level, however, the majority of 
the companies examined were found to be a generation behind other American 
businesses. This, the author maintained, was most unfortunate, for the answers 
that could be learned from research “should provide the framework for long- 
lived leadership in the insurance business by the companies conducting such 
programs.” 

From the great variety of ideas gleaned from the interviews, Professor Bickley 
has prepared a sizeable group of specific proposals that should be of consider- 
able value and interest to insurance executives and teachers. His analysis of the 
position of the agent in the marketing of insurance, as sole or multiple company 
representative, as employee or independent contractor, and as generalist concen- 
trating on account selling vs. specialist in a single line of insurance, stimulates 
much thought about the proper status of the agent. For any company consider- 
ing a reappraisal of its agency arrangements, this monograph points out the 
green pastures as well as the pitfalls on the other side of the fence. The adoption 
of any one of the ideas or methods suggested here could improve the ability of 
the individual company to compete in the current competitive insurance market. 


Book Reviews 


Davo R. Fitcu 
Texas A. & M. College 


Group Life Insurance. By Davis W. Grecc. Rev. ed.; Homewood, IIl.: Irwin, 
1957. Pp. xx-+-262. $5.00. 


This is a comprehensive compilation of group life insurance principles and 
practices, encompassing almost every aspect of this type of insurance coverage. 
It is the revision of an earlier work, based on Dr. Gregg’s doctoral thesis, which 
has been used as a classroom text and accepted as an authoritative survey of 
group life insurance. The presentation is orderly, factual, and unbiased. 
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The study is concentrated on employer group term insurance, but devotes one 
chapter to group permanent, creditor and dependents’ life insurance, and the 
Federal Employees’ Group Life Insurance Plan. The material division suggests 
the wide scope of subject matter. Chapter i, “Nature and Development,” gives a 
broad definition of group insurance and presents a picture of the underlying fac- 
tors contributing to the astounding growth of group life insurance. Chapter ii, 
“Basic Features,” as its title suggests, details the special application of group 
life to the usual insurance provisions, including coverage, benefits, and financing. 
The third chapter, “Master Contract and Certificate,” discusses the contractual 
relationships and the standard policy provisions as effected by the NAIC model 
bill. The variations of group life insurance are outlined in chapter iv, “Group 
Permanent and Other Type Plans,” with brief discussions of their peculiar func- 
tions and features. A chapter on “Marketing and Administration” describes the 
sales, installation, and maintenance procedures for group cases. Chapter vi offers 
a short, but sufficient, description of “Selection and Reinsurance.” The final 
chapter, “Premiums, Dividends, and Reserves,” furnishes an excellent capsule 
picture of cost factors and rate calculations, the classification of substandard 
risks, experience rating, mortality and expenses as affecting dividends and rate 
adjustments, and the division of reserves. Underlying the entire study is a com- 
parison with ordinary and industrial insurance, making the reading more interest- 
ing and the material more meaningful. Appended are the definition and standard 
provisions adopted by the National Convention of Insurance Commissioners in 
1917, the NAIC Model Bill and standard provisions adopted June 1, 1956, and a 
specimen policy, employee certificate, preliminary application, and final applica- 
tion. 

The author has done an outstanding job of incorporating in one volume suf- 
ficient data for an objective and thorough survey of his subject. This wealth of 
material is presented concisely, avoiding the repetition often characteristic of 
works dealing with similarly broad topics. While the book deals primarily with 
employer group term insurance, it has application to other forms, and as the 
author states, “Most of the principles and practices presented are . . . equally 
applicable to the group permanent forms of life insurance; many are also readily 
translatable to the multiple forms of group accident and health insurance and to 
group annuities.” 

This is a welcome addition to insurance literature and will undoubtedly serve 
as a valuable source of information on group life insurance. It is equally recom- 
mended for both the student and the professional insurance man. 


C. GREENOUGH! 
New York City 


Casualty Insurance: An Analysis of Hazards, Policies, Insurers and Rates. By 
C. A. Kutp. New York: Ronald, 1956. Pp. xii+635. $7.50. 


This book certainly could be used as the basic textbook for any regular col- 
lege or university offering a course in casualty insurance. It includes all the 
material that could reasonably be considered to pertain to casualty hazards, 
policies, and insurers. All the main casualty coverages are treated. Because of the 
high quality of the book, it is best adapted for use by Juniors, Seniors, or 
graduate students. Besides being useful as a textbook, it would serve as a good 
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insurance reference book. Certainly all libraries used by students and the gen- 


Book Reviews 


ms eral public should at least have several copies for reference material. 
the Dr. Kulp’s work is well-organized, well-written, readable, up-to-date, and un- 
sts derstandable. It is not only adapted for student use, but could easily be read 
sa with profit by all persons interested in insurance. Fortunately for all readers, the 
“4 author in this presentation has used discretion in determining the amount of so- 
4, | called detail of policies and other phases of casualty insurance. This book does 
up not contain a monotonous listing or recital of dry facts and policy provisions. 
ng. Good judgment was also used in ascertaining the number and quality of foot- 
ual notes to be supplied. 
del Expressed in the author’s own words, “The purpose of the third edition of 
uP | Casualty Insurance is essentially that of the first two editions—to present within 
- the covers of a single volume an analytical treatment of casualty hazards and 
he policies. Like its predecessors, it is intended for all students of insurance, in the 
or business and outside.” It can truthfully be stated that the writer ably reached 
ial his objective as described in the Preface. 
le | This work has nineteen chapters arranged in three parts: Part I, “Hazard, 
an | Insurance, and Casualty Insurance”; Part II, “Casualty Hazards and Policies”; 
te and Part III, “Insurers, Rates, and Regulation.” The organization of this work 
n- is quite similar to that of the revised edition of Dr. Kulp’s book on casualty 
it insurance, copyrighted in 1942. A chapter on credit insurance, which was in- 
rd cluded in the revised edition, however, has been omitted from this third edition. 
in Besides its 19 chapters of subject matter, Dr. Kulp’s current work presents 28 
a tables and a very complete bibliography of periodical publications, digests, bulle- 
> tins, and references pertaining to casualty insurance. 
Anyone undertaking to write a book on casualty insurance encounters a diffi- 
f- cult task, chiefly because this form of insurance is hard to define. Dr. Kulp 
of recognized this situation by stating in the Preface that it has never been possible 
of really to define casualty insurance. He goes on to relate, however, that “Broadly 
th speaking, it may be defined as a list of individual insurances, usually written in 
1€ a separate policy, in three broad categories: third party or liability; disability 
ly or accident and health; and material damage.” Whether this concept will con- 
ly tinue to exist in the future remains to be seen. For the present, however, it is 
0 as satisfactory as any that can be given. 
Because the public has become more claim-minded, judgments for liabilities 
e and property damage can be large, and costs of accidents and ill health are fre- 
1 quently staggering, this book is very timely. Dr. Kulp has made a valuable con- 
tribution to contemporary insurance literature. The shortcomings of this book, 
0 according to the reviewer, are of a minor nature. 
Frep R. NIEHAUS 
University of Colorado 
y Investments 
| | The Stock Market. By Georce L. Lerrier. 2d ed.; New York: Ronald, 1957. 
Pp. xii+626. $7.00. 
: This is a substantial, informative, well-written book. It is fundamentally a 
: descriptive and analytical discussion of the New York Stock Exchange and its 
: operations, with peripheral treatment of related topics such as (1) nature of 
corporate securities, (2) other securities exchanges, (3) the over-the-counter 
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market, (4) fundamental determinants of stock value, (5) market price behavior, 
and (6) formula timing. 

The book begins with an excellent introductory chapter on security markets 
and security ownership, and follows with two elementary but presumably essen- 
tial chapters on the nature of securities and the interpretation of the financial 
news. Next is a short and somewhat unimaginative chapter on the economic 
significance of the stock market, followed by a substantial and technical one on 
the American and the regional exchanges. The present reviewer believes that this 
chapter should have been placed later in the book, for its numerous references 
to technical matters such as specialists, odd-lot transactions, and stock clearing 
would be more meaningful against a background of the discussions in the chap- 
ters dealing with the New York Stock Exchange. 

The central part of the book is devoted to a thorough study of the New York 
Stock Exchange. The chapters mingle procedure, history, and analytical inter- 
pretation. The job is comprehensive: members’ functions, listings, the specialists, 
margins, short selling, odd lots, bond trading, and public regulation are among 
the many topics expounded. The most conspicuous omission is that of the special 
offering, which is nowhere mentioned. All in all, this central section is a most 
gratifying presentation—thorough, authentic, readable. One minor criticism— 
there are a few instances, particularly in connection with rules of procedure, in 
which it is difficult to tell whether a given procedure is pursuant to statute, SEC 
regulation, or Stock Exchange rule. 

One of the disappointing features of the book is the brief treatment given the 
over-the-counter market. The seventeen pages constituting this chapter are good 
but in no wise comparable to the solid discussion given the Stock Exchange. The 
problems of the large-block holder and the secondary distribution are not men- 
tioned, and the new issue business is accorded only a casual reference. 

Finally, the concluding chapters on stock values, market price behavior, and 
formula timing must be noted. These chapters cover their topics satisfactorily as 
surveys for the beginner and as summaries for the experienced reader, but the 
topics seem quite unrelated to the book’s main subject of market organization 
and procedure. Perhaps custom dictates the inclusion. 

In general, this book must be accorded high respect as a text and reference 
work. It is well written, well documented, and reasonably well indexed. It is not 
a difficult book—quite the contrary, in fact—but it is obviously intended as a 
second-level work, to be read after the beginner has achieved some understand- 
ing of economics, investments, and the securities markets. As a text in a college 
course on the securities markets, as a study manual for the neophyte in the 
securities business, and as a reference volume for many of us, this book will be 
very useful. 


J. C. CLENDENIN 
University of California, Los Angeles 


The Role of Regional Security Exchanges. By James E. Water. Berkeley and 
Los Angeles: University of California Press, 1957. Pp. x+170. $3.00. 


This book is a worthwhile contribution to investment literature, covering a 
segment of the securities market which has not received a great deal of attention 
from financial writers. Neglect of this area is probably a natural result of the 
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overshadowing effects of the larger and often very spectacular activities of the 
national exchanges. Thus the excellent job of research and analysis executed by 
this author is both praiseworthy and welcome. Author and publishers both de- 
serve to be complimented on a good job of editing and printing. The language 
of the book is often rather complex, which perhaps is pardonable in a work of 
this technical nature where simplicity of expression is not a primary objective. 

The organization of the book, after introductory outline of objectives, deals 
with the following topics: (a) description of regional exchanges and their rela- 
tionship to over-the-counter marketing facilities; (b) measurement of effective- 
ness of regional exchanges in trading of both regional securities and multiple- 
listed national securities; (c) nature of competition between regional exchanges 
and the over-the-counter market; (d) mergers of regional exchanges as a factor 
in their role and in their potential for the future; and (e) summary and conclu- 
sions of the study. 

To this reviewer, the high points of the book were the picture which emerged 
of the preponderance of business executed on the regional exchanges in inter- 
listed, national securities, representing opportunity for local brokers in this 
business; also the not too well known and in some respects baffling matter of 
comparisons between over-the-counter dealer operations and regional exchange 
business. In this latter area, as on a number of other points, the handicap of 
inadequate data and evidence gave the author a formidable task in building and 
supporting conclusions. In spite of this difficulty, his conclusions are logical and 
reasonable throughout. 

One of the most constructive suggestions presented is for publication of ade- 
quate information regarding over-the-counter transactions and prices. In spite of 
technical difficulties, it should be feasible to collect and disseminate such infor- 
mation, which is badly needed in the interest of more effective evaluation of 
marketing channels by both corporate managements and investors. The conclu- 
sion of the study that regional exchanges leave much to be desired in executing 
their major function of service for regional securities is well established notwith- 
standing the limitations of available data. At the same time, this reviewer finds 
it natural to share the author’s optimism regarding growth of this function. 
Combined with aggressive further development by regional brokers of local trade 
in national issues, the future of the regional exchanges represents a challenging 
opportunity for participation in the pattern of financial progress. 


Book Reviews 


RopericK McDoNnaALp 
Detroit, Michigan 


Money and Banking 


Business Forecasting in Practice: Principles and Cases. Edited by ADoLPH G. 
ABRAMSON and RusseLt H. Mack. New York: Wiley, 1956. Pp. xiii+-275. 
$6.50. 


Two survey chapters laying out (1) causal explanations indicated by business- 
cycle theories and (2) the techniques employed in forecasting are followed by 
six actual forecasts. Three forecast cases refer to 1948—49 and three to 1953-54; 
it is useful to read the chapters relating to one of these periods first rather than 
in the order in which they are arranged. Two of the cases are drawn from work 
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done for financial services, two for retail organizations, one for a non-durable- 
goods and one for a durable-goods manufacturer. 

Donald J. Watson’s description of the forecasting operation for General Elec- 
tric Company is noteworthy in that it shows how widely search is made for 
possible evidence on prospects and that it provides insight into the development 
of a forecast within the scattered divisions of a large company. Joseph B. Hub- 
bard’s forecast for the Union Service Corporation similarly shows the many 
facets involved, the importance of a continuous forecast with monthly publica- 
tion, the way the analysis shifts as the business picture changes, and the necessity 
of recognizing the character of business-cycle expansions and contractions. Space 
does not permit summary of the many useful points made in the other cases. 

The reader is presented with the unusual opportunity of getting a glimpse of 
the forecasting operation, together with some testimony on the expected uses 
and a partial appraisal. So far as these cases go one can conclude that practical 
forecasting is highly empirical. There is a continual reach for methods which 
quickly prove themselves. 

The initial survey chapters are not readily integrated with the cases. Pre- 
sumably they were circulated among the authors of the case chapters, making 
it a bit easier to contrast one with another. As it works out, though, the tech- 
niques showing up in the cases do not always conform closely with the general 
classification given in the survey chapter. A close reading sometimes leaves the 
impression that the forecast is partially inspired by the generally prevalent fore- 
cast, although this is usually denied explicitly. The description of behavior indi- 
cated by business-cycle theory in the survey chapter often seems general and 
somewhat superficial; it might have been better if more emphasis had been 
placed on measurement of the way processes are supposed to behave and less 
on the subtleties of the theories. 

Incorrect statements in the forecasts usually are not indicated by the authors. 
Mistakes were made on numerous points in most of the case chapters but with 
little error in forecast of the general objective. This fact provides a useful lesson 
on the intricacies faced in appraising forecasts. 

Attention is directed almost entirely to short-term forecasts, although all of 
the authors believe that the problems and methods in long-term forecasting 
are substantially different. Without exception the primary objective is a general 
industry forecast or some major over-all aggregate. Sales forecasts are usually 
explained as a derivative of such a forecast. Some other analysts develop sales 
forecasts more directly. The disregard of that type of forecast apparently is 
related to the companies included in the cases. The interest of financial services 
and broad retail companies is likely to be in forecasting an over-all aggregate. 


C. BRATT 
Lehigh University 


Studies in the Quantity Theory of Money. Edited by M1LTton FriepMAN. Chicago: 
University of Chicago Press, 1957. Pp. 265. $5.00. 


This book, at least in intent, should mark a milestone. The “quantity-theory” 
had lost allegiance and favor even before Keynes published his General Theory. 
And the Keynesian system intrenched only further the rather general rejection of 
this theory. As a lonely exception to the moving tide in the 1940’s, Warburton 
wrestled forcefully with the problem of the empirical validity of the “quantity- 
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theory.” At a later date Milton Friedman considered the relative validity of the 
two theories on the basis of three United States wartime experiences. And the 
present book reflects a broad and systematic approach to an evaluation of the 
“quantity-theory”—certainly a long-neglected duty of our profession. 

As the expression “quantity-theory” is more in the nature of a generic term and 
does not immediately specify some unambiguously constructed hypothesis in oper- 
ational form, it becomes necessary for Friedman to formulate the basic criteria of 
a quantity-theoretical model. This is essentially the purpose of his introduction. 
Three conditions are stated of which the third seems implied by the first: (i) the 
stability of the demand function for money and its “vital role” in determining in- 
come and prices, (ii) “. . . important factors affecting the supply of money that 
do not affect the demand for money.” 

Unfortunately, Friedman discusses the whole problem on a somewhat intuitive 
level and consequently the exact logical meaning of his criteria is not clear. But 
we may ask whether the two conditions mentioned are necessary or (and) suffi- 
cient for a quantity-theoretical model, i.e., a model where “money does matter.” 
Actually, it is possible to construct a quantity-theoretic model which is inconsist- 
ent with Friedman’s first condition. Thus, his conditions are not necessary but ap- 
parently sufficient. 

These logical considerations are not the most troublesome feature of Friedman’s 
paper. It is burdened by a rather tortuous application of analytical categories of 
demand theory which can only be justified as a psychological process to establish 
a definite and meaningful hypothesis. Unfortunately, no clear theory with em- 
pirical content emerges, but in its stead we are given a strange marriage of vague 
intuitionism or picture language with a play at formal abstraction. This leaves us 
still waiting for a clear and empirically meaningful restatement of the structure of 
a quantity-theoretic model. 

The four other papers which form the bulk of the book are divided into two 
classes. One group is formed by John J. Klein’s history of “German Money and 
Prices” and Eugene M. Lerner’s account of “Inflation in the Confederacy.” Both 
contributions are of a high scholarly standard and carefully presented. But both 
are essentially descriptive or engage in an ingenious evaluation of time-series data 
on money-supply and prices. Neither has a direct bearing on the relative validity 
of the “quantity-theory.” They are preparations for a subsequent analysis and— 
for the interested reader—contain much valuable and relevant information. 

The second group of papers by Phillip Cagan and Richard T. Selden analyzes 
the demand-function for money under different circumstances. With price and 
money data from seven countries, Cagan evaluates the hypothesis that under hy- 
perinflation the logarithm of the demand for real balances is a linear function of 
the expected relative price increase. And through a most ingenious device the ex- 
pected relative price increase is measured as a weighted average of past relative 
rates of change with weights stated in form of an exponential function. The re- 
sulting demand-function contains two important paremeters which are estimated 
for the seven cases of hyperinflation. 

Some of the results following from Cagan’s very impressive work may be in- 
dicated as follows: Foremost, it establishes conclusively the dominant importance 
of expected price movements as related to past experiences on the demand be- 
havior for real balances. The results also contain a strong suggestion that the ex- 
pectation of imminent monetary reform will counteract the effect of past price 
movements. Furthermore, there are indications that the coefficient of expectation 
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(i.e., the magnitude of the reaction in real balances’ demand to unit changes in 
price expectations) will be “higher when past price rises have been more pro- 
longed or larger.” Cagan’s analysis of the stability of a moving hyperinflationary 
equilibrium throws light on a problem which bears on the rationale of some cen- 
tral banking institutions. 

Selden’s article widens our knowledge of velocity-behavior. He is concerned 
with the nature of the demand-function for money under “ordinary” circum- 
stances. By comparing Selden’s and Cagan’s results one is forced to conclude that 
actual and expected price change will affect demand for money only after persist- 
ent or substantial price changes have already occurred. According to Selden, in- 
come-velocity exhibits some definite patterns of regularity: foremost, the data 
show a marked downward secular trend. Annual data also “conform closely to the 
National Bureau’s cyclical reference dates,” and in addition a “seasonal low ap- 
pears to occur in the first quarter and high in the last quarter of each year.” 

Selden’s evaluation of the simple “interest hypothesis” of velocity-behavior is 
of particular interest: it is shown to be a rather inadequate explanation. More 
sophisticated versions of the general “interest hypothesis” do not work any better. 
Thus he rejects the “proposition that the cost of holding money is the primary 
determinant of monetary velocity.” This conclusion leads him to approach the 
theory of velocity on the broader basis supplied by the formal categories of gen- 
eral demand theory. The resulting hypothesis holds better than the various “in- 
terest hypotheses.” Selden is very much aware that a systematic empirical analy- 
sis of velocity has barely begun. 

Selden’s and Cagan’s work is of a high analytical quality. Our knowledge of 
monetary problems would certainly be improved quite significantly if work in the 
field of monetary analysis would adhere consistently to such standards. But they 
imply nothing as to the relative validity of the quantitative-theory. The restric- 
tions imposed by both on the demand-function for money are consistent with a 
Keynesian hypothesis. 

Kari BRUNNER 
University of California, Los Angeles 


Economic Growth and Instability. By D. Hamperc. New York: Norton, 1956. 
Pp. xii+340. $4.00. 


The basic theme of Professor Hamberg’s study is that economic instability is 
best understood as deviation from the path of steady growth and hence that 
cycle theory should be a by-product of growth theory. His analysis is a blend of 
the ideas of Harrod and Schumpeter with considerable emphasis on the former. 
About two-thirds of the monograph is exegesis of Mr. Harrod’s writings. The 
rest is largely commentary on various theories of the upper turning point in the 
business cycle. 

Briefly, the Harrod theory may be described as the answer to the following 
question: if society saves a constant fraction, s, of the national output, if the 
capital output ratio is a constant, say b, and if the economy begins in a situation 
in which the capital stock is fully employed, does there exist a rate of growth 
of output which has the property that a flow of investment equal to savings can 
be “warranted” in the sense of it just keeping the capital stock fully employed? 
The answer is yes. An exponential (compound interest) rate of growth equal to 
s/b is “warranted.” 
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There is no assurance, however, that the economy will walk this tightrope. 
The contrary is more likely. If, for example, the rate of investment increases, 
making income grow more rapidly than the warranted rate, there will be a 
chronic capital shortage. If the growth of output slows down momentarily, excess 
capacity will appear with its depressing effects on investment. The warranted 
rate of growth is unstable. Furthermore, if the labor supply should grow at a 
rate different from the warranted rate, a recurring surplus of capital or labor 
would result. Thus the warranted rate can be maintained only in very special 
circumstances. 

By and large Professor Hamberg accepts this. Unfortunately he does not 
understand it. Harrod’s is not a causal system—it is a moving equilibrium path. 
It is based on the assumption that investment will equal savings ex ante and it 
then demonstrates some consequences. For example, if s increases, the warranted 
rate increases because income must grow more rapidly in order to justify the 
increased investment. When Hamberg elaborates on the Harrod system (chap. 7) 
by adding lags, he produces causal systems which do not contain the ex ante 
equilibrium assumption and which have different comparative dynamical prop- 
erties. Thus the comparisons made between his models and Harrod’s are con- 
fusing and very much in error. 

Professor Hamberg insists on the assumption of a fixed capital output ratio. 
The direct implication of this is the ruling out of any substitution between cap- 
ital and labor. It is at least questionable whether many short-run production 
functions have this special character. It is surely unreasonable to suppose that 
it is generally true in the long run. Yet most of Hamberg’s instability theory 
rests on this assumption. As Professor Solow has shown recently, a difference 
between the warranted rate of growth and the rate of increase in the labor force 
need cause no factor shortages or redundancies as long as there are factor sub- 
stitution possibilities. On empirical grounds there is little evidence for Professor 
Hamberg’s assumption. History provides even less evidence of its consequences. 

The last chapter is considerably better than the rest of the book. Schumpeter 
is given good marks for emphasizing the instability of autonomous investment. 
Hicks is criticized on empirical and historical grounds. Most booms have not 
been marked by the shortages of Hick’s growth ceiling. The Frisch position, so 
popular with the econometricians, that the economic system is approximately 
linear, damped and excited by random impulses, is also given good marks though 
the assumptions made about the distribution of the impulses are questioned. 
Expectations per se, “horizontal maladjustments,” and capital shortages are 
considered but rejected as sufficient explanations of upper turning points. 


C. ENTHOVEN 
Los Angeles 


The Savings Bank of Baltimore, 1818-1866: A Historical and Analytical Study. 
By Peter L. Payne and L. E. Davis. Baltimore: Johns Hopkins Press, 1956. 
Pp. 188. $4.00 (cloth) ; $3.00 (paper). 


Modern times have long since overtaken the original philosophy of savings 
banking. We are now in an era when authorities like George Mooney, banking 
superintendent for New York State, call for savings banks to become “a premier 
service center for the financial needs of Joe Smith,” and urge them into the 
consumer credit and home improvement loan fields; when savings banks them- 


in 

ary 

en- 

1ed 

m- 

nat 

st- 

in- 

ata 

the 

is 

er. 

iry 

he 

in- 

ly- 

of 

he | 

ey 

ic- 

ER 

56. 

is 

lat 

of 

he 

he 

ng 

he | 

on 

th 

an 

d? 

to 


516 The Journal of Finance 


selves struggle for wider branch powers to follow the middle income receiver into 
the suburbs; when abroad Sweden has changed its laws (1955) to permit savings 
banks to accept checking deposits up to a certain limit. A historical and analyt- 
ical study of a large savings bank in the vigor of its early development might 
throw light on some of the large questions facing the industry in our times. How- 
ever, such lessons as this study offers are implicit in its factual results; the 
discussion of its authors confines itself to the results. 

What impelled the authors of this volume to make so intensive a study of the 
detailed records of the Savings Bank of Baltimore, according to their Preface, 
was a common interest with Professor Evans in how early American industry 
was financed. A measure of the reward for their labor is the accurate conclusion: 
“Available evidence indicates that the Bank played a significant, if minor, role 
in providing capital for the early industrial development of Baltimore.” 

The study (Number 2 in the 72d series of “Johns Hopkins Studies in Histori- 
cal and Political Science”) examines in eight chapters and 115 pages of text the 
Bank’s early history, organization, portfolio policy, and reactions to economic 
fluctuations; also it looks at evidence (or lack of it) that cyclical patterns in the 
monthly volume of deposits and withdrawals during the period are related to 
those in business. 

Founded like other mutuals to reform the industrious poor by inculcating 
thrift, this Bank also like others gradually became a business organization. A 
weekly maximum limit on deposits and periodic examinations of its books re- 
stricted its services for a time to the needy. Its rates after 1827 discriminated in 
favor of long-standing deposits. Though it declared fourteen extra dividends 
during the forty-eight years, they went (fortunately for the Bank) to only about 
half the deposits, those that had remained long enough to be eligible. Amounts 
deposited and withdrawn were highly susceptible to panics, at times straining the 
Bank’s resources and justifying its management policies, including that of 
spreading its cash deposits among several strong commercial banks, and after 
1832 that of asset diversification. 

The Bank’s loans to manufacturers ranged between 54 and 7 per cent of its 
total private loans, and included heavy industries, producers’ durables, food 
and drink, other consumption goods, and builders of coaches and ships. The 
authors find this surprising, especially since Baltimore was not primarily an 
industrial city but an entrepét for the Southeast. They suggest that because its 
collateral requirement was real estate, the Bank felt that the security for the 
loans was bound up with real estate values, not industrial prospects. The volume 
of new industrial loans (not the annual total) was strongly related to cycles in 
business and the Bank followed a policy of renewing short-term loans frequently. 
Indeed, one customer with a $6,000 loan of six-month to two-year maturities 
kept the credit continuously for twenty years. 

Detailed study of more than 6,000 loans over $5,000 in size or with maturities 
of more than twelve months showed that from 1831 business loans formed a 
fairly constant (60-80 per cent) proportion of loans studied. The Bank’s interest 
charge remained consistently at the 6 per cent maximum permitted by usury 
laws except for fractional reductions very occasionally allowed to a select group 
of merchants, including Johns Hopkins. These merchants held a surprisingly 
large share of total loans; from 1846 to 1866 “the loans of less than ten men 
represented about 20 per cent of the Bank’s total assets.” The authors find this 
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hard to explain except in terms of a shortage of investment opportunities in 
Baltimore, then as now one of the ten largest cities in the country. 

No definite relation between seventeen “savings cycles” and eleven national 
business cycles were evident from a study of monthly deposits and withdrawals 
from 1818 to 1866, thus confirming Goldsmith’s findings of similar lack of con- 
formity for the period 1899-1949. In view of the effort expended on these data 
(listed in a thirty-eight-page appendix table) one can appreciate the authors’ 
remark: “The data . . . permit almost endless speculation. Many promising 
ideas proved abortive. .. .” 

The study is useful, like many other case studies, to specialists as source 
material; whether the findings justify a volume of the size and cost of this one 
is a decision for the marketplace. A short summary of factual results would have 
been handy. Also, a discussion of how the Bank’s policies from 1818 to 1866 
served its community as compared with the policies of present-day savings banks 
might have added to the book’s appeal. 

Cart H. MADDEN 
Federal Reserve Bank of New York 


Money and Banking. By Cuares L. PRATHER, 6th ed.; Homewood, IIl.: Irwin, 
1957. Pp. xvi+650. $6.50. 


The new edition of this well-known text follows an organization which is almost 
traditional in this field: “Money,” “Commercial Banking,” “The Federal Reserve 
System: Organization and Operations,” “Monetary and Fiscal Policy and Stabi- 
lization,” “International Finance,” “Non-commercial Banking,” and “Foreign 
Banking Systems.” 

Some changes from the previous edition may be noted. The introduction to the 
value of money has been moved from chapter vii to chapter iii. This ties the dis- 
cussion of the value of money into the discussion of its nature, functions, and 
qualities. Many instructors will find this a logical sequence. The section on com- 
mercial banking has been strengthened by the introduction of a new chapter on 
the money market. In the chapters on monetary and fiscal policy and stabiliza- 
tion there has been some shifting of materials to improve the logic of the treat- 
ment and to give greater emphasis. 

Among the outstanding features of Professor Prather’s text are the questions 
and problems which follow each chapter. While many of these are factual, requir- 
ing only the ability to recall, a large number demand some analytical ability on 
the part of the student. 

Any criticism of a text of this nature must of necessity reflect the preferences of 
the reviewer. It is the judgment of this reviewer that Professor Prather has given 
too little space to the mechanics of the expansion and contraction of demand de- 
posits—the creation and destruction of money. This is a most important function 
of the commercial banking system and is the heart of its role in stabilization 
policy. The addition of a chapter on the balance sheet effects of typical banking 
transactions would remove for the student some of the mysteries of commercial 
banking and enhance his understanding of the nature of its operations. 

Professor Prather writes in a clear and stimulating manner. The text is ade- 
quately provided with charts, maps, and tables which are well constructed and 
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easily interpreted. On the whole, this is a well-organized, stimulating, and teach- 
able text. It will warrant the careful consideration of instructors in the field. 


W. E. ALLEY 
Drake University 


The Detroit Money Market, 1934-1955. By G. WALTER WoopworTH. Ann Ar- 
bor, Mich.: University of Michigan, 1956. Pp. xxi+297. $5.00. 


This book presents one of the few regional studies of commercial banking in 
the United States. It is a logical sequel to an earlier study of banking in the 
Detroit area by the same author which covered the period 1918-31. The narrow 
scope of this work necessarily will restrict its audience to those particularly 
interested in Detroit and to specialists in banking. Since the book is essentially 
an exhaustive analysis of banking statistics, explanatory and descriptive passages 
are limited to the minimum necessary to render it understandable and meaningful 
to academicians and bankers. 

The study is divided into three parts. The first describes the economic and 
financial environment in which Detroit banking takes place. In addition to a 
description of the financial institutions comprising the Detroit money market 
itself, this section includes a discussion of the nature of the economic activity 
of the area, its rate of growth, its stability, and the significance these factors 
possess with respect to banking policy. In the second part, which deals with the 
sources of funds of Detroit banks, one chapter on capital funds is followed by 
a very intensive treatment of deposits. The third part examines the uses of 
Detroit banking funds. After a consideration of the problem of liquidity and 
its relation to policies governing primary and secondary reserves, detailed atten- 
tion is directed to loans and investments. Finally, earnings, expenses, dividends, 
and money rates are considered. 

The analysis throughout is quite thorough. The reviewer can think of no signif- 
icant banking data for which figures are available which are omitted. Since the 
study covers a substantial period of time, considerable attention is given to the 
reasons underlying changing magnitudes and relationships. In order to present 
Detroit banking statistics in a meaningful manner, similar data for other leading 
cities and for the country as a whole are usually provided. The comparative 
position of Detroit is always made clear and, if possible, explained. 

One may question the value of a regional study of this type. Professor Wood- 
worth feels four useful purposes may be served. First, the size and peculiar 
characteristics of the Detroit area in and of themselves make its financial institu- 
tions worthy of study. Second, the information such a study provides may be 
helpful to the officers of Detroit banks in developing goals and policies. Third, 
a regional study may stimulate others, and a large number of such studies may 
lead to a better understanding of the entire system. Fourth, some of the things 
uncovered in an intensive regional study may throw light on broader monetary, 
banking, and economic issues. 

The first purpose clearly has been served. The influences which concentration 
of heavy industry, rapid growth, and the cyclical instability of the area exert 
upon commercial banking are important, and this study brings them to light. 
The second purpose should be served if Detroit bankers avail themselves of 
information this work provides. This is especially true of the trend, ratio, and 
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comparative data. Although we can only conjecture about the third objective, 
we can hope with the author that there will be more such studies and that they 
will improve our understanding of the banking system significantly. Whether the 
final purpose has been served depends on how much light the author hopes the 
study will cast on broader issues. He has made no startling discovery and claims 
none. On the other hand, few students of money and banking could read the 
book carefully without having their outlook broadened somewhat. The latter 
alone is sufficient to recommend it to the specialist in this area. 


Rosert H. WESSEL 
University of Cincinnati 


Public Finance 


Social Security and Public Policy. By EvELInE M. Burns. New York: McGraw- 
Hill, 1956. Pp. xvi+291. $5.50. 


A book of this type on social security has been badly needed by students, by 
the general reader, and by lawmakers. The author does not, as has been the usual 
practice, orient her presentation on the various programs created more or less 
in accidental sequence and in accidental forms and combinations, but on prob- 
lems. This approach saves the reader from being bogged down in repetitive 
details and aids him in his understanding of social security as an emerging social 
institution. 

The author directs her presentation toward policy decisions which must be 
made both in program planning and in the administration of the existing pro- 
grams. In Part I she discusses decisions concerning nature, amount of, and eligi- 
bility for, benefits, e.g., benefits related to need, or to contributions made, or 
to earnings before eligibility. In Part II choices of risks to be covered are pre- 
sented. Part III is concerned with decisions about financing: types of taxes, 
long-run versus short-run financing, types of reserves, and distribution of finan- 
cial responsibility between levels of government. Part IV discusses a few se- 
lected administrative problems. 

The author presents not only the various choices possible, but brings in suffi- 
cient basic facts and figures, and analyzes planned as well as unplanned results 
of action, so as to be helpful in the necessary continuous re-evaluation of the ex- 
isting system and in program planning for the future. 

It would be less than just to expect a complete coverage in less than three 
hundred pages and the author makes this point in her Introduction. Nevertheless, 
some criticism in this respect cannot be avoided. Social security has a long his- 
tory and policy decisions which have been made, e.g., in France or Germany in 
the seventies and eighties of the last century, are still pertinent. It is, therefore, 
neither correct nor necessary to state that “by the middle of the twentieth cen- 
tury governments had begun to concern themselves with . . . the threats to 
economic security” (p. 2). Nor was “social insurance . . . a social invention .. . 
of this century” (p. 272). At the time we had to think about unemployment 
insurance it was not a fact that “the only long established system whose experi- 
ence could be studied was the British” (p. 209). 

In general, it would have been helpful if the policy alternatives had not been 
taken almost solely from our own experience, with a few additions from social 
security systems within the British Commonwealth. For instance, the discussion 


r- 
in 
ne 
iw 
ly 
ly 
es 
ul 
id 
a 
et 
ty 
rs 
he 
3 
of 
id 
n- 
ls, 
if- 
he 
he 
nt 
ng 
ve 
d- 7 
ar ae 
be 
ay 
gs 
on 
art 
nt. 
of 
nd 


520 The Journal of Finance 


of problems of record keeping completely omits the stamp system which has 
been widely used in many systems for more than seventy years. The investment 
problem is discussed without any reference to the widely used system of invest- 
ing in germane and expense-saving assets, such as hospitals and old-age homes. 
As far as government participation is concerned, the system used mainly in Latin 
America of semi-independent “institutes” is not mentioned. Barely mentioned, 
in the question of retirement age, is the possibility of differential ages for differ- 
ent occupations—for which there is favorable experience of long standing in 
many systems, and retirement at terminal unemployment is not mentioned at all. 

Of great importance, especially in a diversified system such as ours, would 
seem to be the mutual adjustment and integration of various systems (e.g., old 
age and survivors insurance and railroad retirement) to which, e.g., the German 
Social Insurance Code devotes forty-five sections; the problem is not mentioned. 
In the administrative section of the book one would like a discussion, among 
others, of the long-established systems of administrative courts, e.g., in France 
and Germany, and the many ways found in foreign systems to establish a 
borderline between administrative discretion and juridical decision. 

But, as a whole, it is only in a complimentary sense that the reviewer wishes 
the author had been less stringent in her selection of what she considered of suffi- 
cient importance. The book is certainly not the last of its type and is not meant 
to be; it is enough that it is the first. Therefore, in the opinion of the reviewer, it 
is a “must” for everyone interested in social security. 

FREDERICK G. REuss 
Goucher College 


1957 U.S. Excise Tax Guide. By Commerce CLEARING House. Chicago: Com- 
merce Clearing House, 1957. Pp. 464. $3.00 (paper). 


This volume is the first of its kind dealing with the federal excise taxes. The 
publishers state that its design is to enable the taxpayer to get more for his ex- 
cise tax dollar and to provide an integrated, informative, and thoroughgoing ex- 
planation of federal excise taxes as they stand today. 

Even a casual perusal would convince the reader that these purposes have been 
served. The early pages (fifty-six of them) are concerned with an outline of the 
bare facts concerning the excise tax calendar, the forms, the rates, and the list of 
taxed and untaxed items. 

The meat of the volume is found in the thirteen chapters (376 pages) of ex- 
planatory text dealing with all of the various excises. The study is based upon 
the Internal Revenue Code of 1954 and related statutes, including all 1956 
amendments. Treasury Department regulations, Internal Revenue Service rul- 
ings, and Tax Court and federal court decisions are included. Frequent use of 
examples is made to illustrate interpretations of the laws. A topical index of 
thirty-one pages contributes to the usefulness of the work. 

This volume is a reference work in part but contains much of fascinating 
interest to the student of public finances concerning the extent, character, and 
interpretation of our excise tax laws. One gains an impression of the compre- 
hensiveness and complexity of the excise tax system and perhaps also at times 
of its arbitrary character. 

In the first chapter, for instance, on the retailers’ excises, there are listed 116 
toilet preparations subject to tax and there is a long list distinguishing between 
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taxable and non-taxable shampoos. It is said that “The I.R.S. has ruled that a 
small plastic receptacle intended for use as a coin holder is considered to be a 
purse which is subject to the tax.” Here, as elsewhere in tax law, it is evident 
that definition and technicality are important matters. 

This publication is a mine of information on all the manifold excises employed 
by the federal government. It affords at once a technical guide to the taxpayer 
and a liberal education to the general reader on the scope, significance, and 
problems of our federal excise tax structure. 

MARVEL STOCKWELL 
University of California, Los Angeles 


Regional Income: Studies in Income and Wealth. By CONFERENCE ON RESEARCH 
IN INCOME AND WEALTH. Princeton: Princeton University Press, 1957. Pp. 
x+408. $8.00. 


Many social scientists will find parts of this volume of value, but only a few 
specialists will find it all interesting. Covering a wide range of topics, the book 
deals primarily with problems of measurement plus the presentation of findings. 
Yet four full essays and parts of others deal with conceptual issues of some general 
concern—chiefly income change (growth) and comparison. 

Frank Hanna’s introduction, containing an excellent five-page setting and brief 
summary, is followed by ten papers with two or more comments each. To some 
extent, at least, both papers and criticisms have been revised since they were 
originally presented at the 1955 Conference on Research in Income and Wealth. 

The first four essays “are concerned with . . . conceptual issues generally ap- 
plicable to any study of interregional differences.” Hochwald discusses problems 
of measuring regional income, including such topics as the difficulties of using na- 
tional income or product measures for parts of an open economy (is the location 
of “creation” or “receipt” the better criterion?) and the absence of balance of 
payment and other data for estimating wealth changes. He concludes that of the 
measures familiar from national income accounting, personal income is most ap- 
plicable for regional measurement. Perloff in “Assessing Regional Economic 
Progress” examines the inappropriateness of any single delimitation of a region, 
the kind of indicators of progress deserving attention, the need for many meas- 
ures (including those of personal consumption and saving on a state basis), and 
the deeper analysis of “forces behind economic development.” 

In ten tightly written pages, Isard shows with both imagination and information 
how analysis on a regional basis can be expected to advance general understanding 
of problems of resource use, transportation, cycles, tariffs, and monetary and fiscal 
policy; among other things, he points out that tools of analysis suited for studying 
these subjects on a national basis are not always best for regional study. 

Ullman and Klove, combining conceptual and technical materials, describe at- 
tempts “to formulate a single general purpose grouping of states into a regional 
structure.” Hanna’s “Analysis of Interstate Income Differentials,” among other 
things, attempts to use differences in income among states “to develop relation- 
ships between economic variables that are valid for the measurement of income 
elasticities and other economic relationships for the country as a whole.” He and 
those who commented on the paper (Denison, Williams, and Borts) end with lack 
of agreement; their differences hinge in part upon appraisal of statistical tech- 


| 
| 
ii 
“a 
e 
n 
yf 
6 
| 
of 
of 
1g 
id 
e- 
eS 
16 
an 


522 The Journal of Finance 


niques about which I am not competent to judge, but Hanna’s method may well 
hold promise. The major finding of another long paper, that by Hurwitz and Stal- 
lings, is that their extensive work in constructing regional price indexes for 1929- 
50 (with unsatisfactory data) supports the conclusion that real per capita in- 
come per state did not change much differently than did money income. Two of 
ten findings of Mansfield are that median 1949 income of consumer units rose with 
size of city and that regional variations among cities of similar size are significant. 

Thompson describes a new and, he believes, short method of estimating income 
for local areas, useful if some sacrifice of precision is tolerable. Fulmer presents 
a technique for measuring agricultural income by counties. Both these methods 
elicit persuasive criticism. The last essay is Shryock’s description of postcensal 
population estimates for local areas. 

This unique volume is one which every good institutional (but not many a 
personal) library needs. It succeeds in bringing together a large variety of related 
material, the results of both original thought and much statistical effort. As is fre- 
quently the case, one deplores the effort spent working with data which by the 
time of publication must be seriously out of date. Yet the progress the essays 
record and foreshadow marks one of the numerous developments in economics 
with which few of us can keep abreast. Perhaps my own recent work on problems 
of state and local government finance have given me a somewhat exaggerated no- 
tion of the wisdom of devoting to the study of regional income more of what are 
inevitably limited professional resources. Certainly much remains to be done. The 
publication of this Conference volume can help raise the effectiveness of efforts 
still to be made. 

C. LowELt Harriss 
Columbia University 


The Estate Tax. By James B. Lewis. New York: Practicing Law Institute, 
1957. Pp. x+242. $3.00 (paper). 


This work is one of a series of monographs dealing with important aspects of 
the 1954 Internal Revenue Code written under the heading, Fundamentals of 
Federal Taxation. Mr. Lewis’ monograph describes the Federal estate tax, the 
provisions of which are applicable to the estates of decedents dying after Au- 
gust 16, 1954. 

Its apparent purpose is to present the practitioner and the lay reader with a 
ready guide for interpreting the estate tax provisions and a means for finding 
solutions to estate tax problems. It is of practical interest to those concerned 
with estate tax planning and early post-death tax planning. 

The monograph is divided into seven parts with numerous subparts there- 
under. The latter follow closely the sections of the estate tax law. This facilitates 
reference to the Code and Treasury regulations where necessary. It is exten- 
sively footnoted. Easy reference is thus provided to important court decisions 
and other treatises and articles in the field. The Appendix contains filled-in 
estate tax forms; Preliminary Notice—Form 704, and Estate Tax Return— 
Form 706. These are instructive and will be found helpful when confronted with 
the preparation of estate tax returns. 

The monograph, on the whole, is quite comprehensive, covering in adequate 
detail all the important sections of the federal estate tax. It is rather well writ- 
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ten and easily understandable, and should be a valuable addition to the libraries 
of those interested in the field. 

A serious shortcoming is the inadequate attention given the valuation of the 
items of property in the gross estate and especially the valuation of closely held 
shares. Valuation underlies the entire basis of taxation and it is without doubt 
the most important aspect of federal estate taxation. Roughly, one-fourth of all 
estate tax cases to come before the Tax Court involve questions of value and 
probably one-half of these concern the valuation of closely held shares. Yet, the 
author devotes only eighteen pages to valuation. Three pages are specifically de- 
voted to the valuation of closely held shares. Fortunately, this section is well 
documented. The reader is thus provided with the means for overcoming this 
serious weakness in what is otherwise a worthwhile contribution to the literature 
in the field. 

ApoLPH E. GRUNEWALD 
Michigan State University 


State Retail Sales Taxation. By CLinton VY. Oster. Columbus: Ohio State Uni- 
versity Press, 1957. Pp. xx+241. $5.00. 


This study is essentially an abridged and less analytical or exhaustive Jacoby! 
brought up to date and concentrated on four states. As the first general review of 
state sales taxes since 1938, the book performs a useful function in bringing to- 
gether material from scattered sources, and in addition throws new light on ques- 
tions of tax administration and compliance, revenue productivity, and the Ohio 
prepaid tax receipts method of collection. The approach is primarily descriptive 
rather than analytical but includes some evaluation of various features of the 
taxes. Unfortunately a portion of the data is brought up only until 1954, and little 
use is made of the literature which has appeared since that date. The volume in- 
cludes a very complete bibliography but lacks an index. 

The first portion of the book surveys the nature and types of sales taxation, the 
historical development in various foreign countries and the states, and questions 
of equity, shifting, distribution of burden by income class, and economic effects. 
The discussion is competent but does little more than build a background for the 
following sections, since no effort is made to break new paths. The discussion of 
types of sales taxes is by no means entirely satisfactory; the term “general sales 
tax” is used in two different ways, and the definition of the term in its broader 
sense (p. 4) on the basis of rate uniformity would exclude from the category many 
foreign levies (e.g., Australia) usually designated as sales taxes. More seriously, 
the author does not face the problem of the nebulous line between sales and busi- 
ness taxes, and as one consequence designates the West Virginia 1921 levy as the 
first state sales tax, instead of the Mississippi tax of a decade later. The discussion 
of shifting and incidence is simple and realistic, if not penetrating, but makes no 
reference to the Rolph thesis. The argument that one of the merits of the sales tax 
is its ability to reach the low-income groups easily is largely outmoded by the 
present scope of the income tax. 

The second portion of the book, the most useful as a reference source, reviews 
by state the revenue importance, the earmarking of revenues, and the major fea- 


1. N. H. Jacoby, Retail Sales Taxation (Chicago: Commerce Clearing House, Inc., 
1938). 
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tures of the present sales taxes. This section would have benefited by expansion 
perhaps at the expense of the first section. 

The third portion considers in detail the questions of exclusions, exemptions, tax 
measure, revenue productivity, and costs of administration and compliance with 
respect to the sales taxes of four states (California, Michigan, Illinois, and Ohio), 
some of the discussion being applicable to other states as well. These four are not 
only the most productive of the sales taxes, but they represent the major variants 
of the state taxes. Accordingly, the author’s careful comparative analysis of them 
is of substantial significance, although some of the material presented is familiar 
from other sources. The data on collection and compliance costs are more com- 
plete than those obtainable elsewhere, but there is little reference to administra- 
tive techniques as such. The discussion of the exemption of various producers’ 
goods in Michigan and Ohio is somewhat disappointing, and the analysis of the 
efficiency of collection is not integrated adequately with that of the determinants 
of yield. 

A few major points of interest, conclusions, and recommendations of the author 
in the third section of the book can be summarized briefly: 

1. The narrow-based tax of Ohio, concentrated heavily on consumer durables, 
is much more sensitive in yield to changing business conditions than the broader 
taxes of other states. 

2. The treatment of producers’ goods encounters a fundamental conflict be- 
tween administrative and other tax standards, and no perfect solution is possible. 

3. The taxes could justifiably be extended to a broader scope of consumer 
services. 

4. Income elasticity of sales tax revenue is approximately unity. 

5. Administrative costs, which have fallen over the years, average about 1.5 per 
cent of the sales tax revenue. 

6. The Ohio prepaid tax receipts method of collection is unreasonably expensive 
(raising the cost figure to nearly 4 per cent of revenue) and is not an effective 
substitute for auditing, but is difficult to abandon, partly because of the transi- 
tional revenue loss. 

In terms of its intended scope the Oster book has substantial merit. It is com- 
petent and well written (although repetitive and too prone to quote “authorities”. 
But there remains a great need for an exhaustive study of the operation of the 
sales taxes of all states—a need which this book does not fill. 


Joun F. Due 
University of Illinois 


Economic and Social Security: Public and Private Measures against Economic 
Insecurity. By J. C. Turnsputt, C. A. WittraMs, and E. F. Cuerr. New 
York: Ronald, 1957. Pp. vii+539. $6.00. 


This text is largely concerned with five “major categories of economic in- 
security”: death and old age, unemployment, occupational disability, non-occu- 
pational illness, and substandard working conditions. For the discussion of each 
of these categories, the authors use a “systematic exposition.” This exposition 
covers first “. . . the nature of the problem; second, the action society has taken 
in trying to solve the problem, including both public and private approaches; and 
third, an analysis of the consequences of the actions taken” (p. 4). In the second 
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phase of the exposition—the consideration of both public and private approaches 
to ec 7h problem—the authors feel they have made a “new and original approach” 
(p. vi). 

The style of writing is simple and straightforward, and the presentation of 
material is inviting. Statistical tables are provided in quantity sufficient to give 
the student a feeling of the reality of the problems discussed. The chapters are 
about equal in length, even though a topic occasionally has to be split between 
two chapters. Bountiful footnotes are used to indicate the nature of the exten- 
sive source material distilled in the text, to suggest further reading, and to make 
pertinent comments. 

The authors adhere to the principle that the reader must at all times be aware 
of his exact position in the outline—where he has been, where he is, and where 
he is going. This principle allows the student to turn out with ease a replica of 
the authors’ impeccable outline, on the whole a valuable exercise. Being a fairly 
attentive and irascible reader, I sometimes knew where I was in the outline and 
chafed at the repetition of the obvious. Then I would wish that the space had 
been used to amplify some of the theoretical material that has been compressed 
into nutshell form. I would clarify, for instance, the two sentences (p. 168) de- 
scribing “the idea that” a lack of effective demand may cause permanent unem- 
ployment in an industrialized economy: “The key to understanding this effective 
demand problem lies in recognizing the fact that, under a private enterprise sys- 
tem, the decisions to save and to invest are to a considerable extent independent 
of each other. This approach reflects the course of developments culminating in 
Lord Keynes’ General Theory in 1936.” 

The authors, in my opinion, have had marked success in describing the five 
areas of economic insecurity and in giving a simple explanation of the public and 
private attempts at solution. I am less happy with their analysis of the conse- 
quences of the actions taken. Granting their wish to limit analysis to the “proxi- 
mate” stage (p. 169), I still feel a need for a more explicit treatment. What, for 
instance, is the basic reason for declaring (p. 176) that public works projects 
may be of limited usefulness in alleviating unemployment if the projects are 
financed and administered at the local level? I gather that state and local dollars 
are ineffective because there are not enough of them, but I am left with the 
lurking suspicion that federal dollars might somehow have more success in get- 
ting themselves respent. I am also puzzled by the short discussion of the eco- 
nomic implications of financing security programs. The implication (pp. 398—99) 
seems to be that fund accumulation for a public program is somehow aloof from 
the savings-investment relation as private fund accumulation is not. 


ALICE JOHN VANDERMEULEN 


Claremont Graduate School 
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BOOKS RECEIVED 


Duranp, Davin. Bank Stock Prices and the Bank Capital Problem. New York: 
National Bureau of Economic Research, 1957. Pp. xviii+68. $1.00 (paper). 


The major concern of this study is to present and interpret a series of esti- 
mates of the relative importance of dividends and earnings as determinants of 
market price of bank stocks in relation to book value. 


FrieEDMAN, Mitton. A Theory of the Consumption Function. Princeton: Prince- 
ton University Press, 1957. Pp. xvi+243. $4.75. 


The author of this important contribution suggests that the total amount spent 
on consumption is on the average the same fraction of permanent income regard- 
less of the size of permanent income. The magnitude of the fraction depends on 
variables such as interest rate, degree of uncertainty relating to occupation, ratio 
of wealth to income, family size, and so on. 


GLaAEsER, Martin G. Public Utilities in American Capitalism. New York: Mac- 
millan, 1957. Pp. xiii +624. $7.50. 


This new textbook affords a general orientation to the college student begin- 
ning the study of public utilities including the various branches of the transport 
industries. 


Harris, Seymour E. International and Interregional Economics. New York: 
McGraw-Hill, 1957. Pp. xiv+564. $7.00. 


Centered around problems of disquilibrium, this volume starts with a discus- 
sion of classical and neo-classical theories, integrates monetary and fiscal theory 
and policy, and then considers institutional changes which constitute, or require, 
deviations from the free market. 


Irons, W. H., and BeLLemMore, D. H. Commercial Credit and Collection Prac- 
tice. 2d ed.; New York: Ronald, 1957. Pp. vi+-784. $6.75. 


The subject matter of this standard textbook has been thoroughly revised in 
line with current practice and legislation, the structure has been reorganized for 
greater teachability, an entire new section has been added on consumer credit, 
new chapters on foreign trade credit and mercantile instalment credit have been 
included, and particular attention has been given to the increased role of the 
federal government and the Federal Reserve System in the area of credit control 
and countercyclical policy. 


Kopstock, Frep H. The International Status of the Dollar. Princeton: Prince- 
ton University Press, 1957. Pp. 26 (paper). 


The responsibilities and risks involved in the new role of the United States as 
center of the world’s financial system are made clear in this brief essay. 
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Knick, Greorce W. Fundamentals of Business Mathematics. Homewood, IIl.: 
Irwin, 1957. Pp. x+442. $6.00. 


The first three chapters of this new textbook present a review of those oper- 
ations of arithmetic and algebra that have specific usefulness in business appli- 
cations. The following thirteen chapters take up in orderly manner those topics 
which are appropriate for an introductory course in business mathematics. 


McNarr, Matcotm P. Operating Results of Department and Specialty Stores in 
1956. Boston: Harvard Business School, 1957. Pp. viii+73. $5.00 (paper). 


This year’s report is the first one to show comparisons for two full years on 
the new expense classification established by the Standard Expense Center Ac- 
counting Manual. In neither year did the advance in sales of the stores reporting 
equal the rise in disposable income. 


RICHMOND, SAMUEL B. Principles of Statistical Analysis. New York: Ronald, 
1957. Pp. xii+491. $6.50. 


Designed primarily for students of business and the social sciences, this text- 
book requires no mathematical background beyond secondary school algebra. 


SCHELL, Erwin HASKELL. Technique of Executive Control. 8th ed.; New York: 
McGraw-Hill, 1957. Pp. xii+357. $5.50. 


In this new edition the chapter on executive reading has been revised to in- 
clude current bibliographical references, and new chapters have been added on 
“Executive Self-development,” “Executive Delegation,’ and “Executive Crea- 
tiveness.” 


SHuRTER, Rospert L. Written Communication in Business. New York: McGraw- 
Hill, 1957. Pp. x-+490+90. $6.00. 


The major principles of business communication, the most widely used forms 
of business writing, and the skills of dictation and reading constitute the main 
subjects of this textbook which also includes a reference section of ninety pages 
intended to provide answers to questions about correct usage which frequently 
confront students and business writers. 


Stark, Harry. Modern Latin America. Coral Gables, Fla.: University of Miami 
Press, 1957. Pp. xiii+321. $3.00 (cloth); $2.50 (paper). 


Attention is given to present economic, sociological, political, and cultural con- 
ditions in general and in specific countries by this new textbook for classes in 
Latin American Economics. 

WILLIAM PHELPS 


University of Southern California 
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Worried 
about Major 
Medical Expenses? 


TIAA’s new Group 
Major Medical Expense Insurance .. . 


--- can help free educators from concern over the financial 
problems of medical care for themselves and their families. 


There are many different TIAA plans available. You may find 
the TIAA Optimum Plan just right for your institution, or you may want 
to use it as a starting point from which to tailormake a program for your 
staff. In any case, TIAA’s Advisory service can save much time and 
effort for administrators, boards of trustees and faculty committees in 
developing this new protection for their staffs. 


Colleges, universities and independ- 
ent schools are eligible whether or 
not they now have a TIAA retire- 
ment or insurance program. 


Mail this for 
Full Details 


Teachers Insurance and Annuity Association 
522 Fifth Avenue, New York 36, New York 
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| Please send details on MAJOR MEDICAL EXPENSE INSURANCE | 
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CAPITAL IN AGRICULTURE 


Its Formation and Financing since 1870 


By ALVIN S. TOSTLEBE 


This book measures the growth of physical farm capital in five major 
categories since 1870, and the grewth of all financial assets used in farm- 
ing since 1900. It relates this growth to the farm labor force and to output, 
and indicates the principal determinants of investment and the sources of 
financing that made the investments possible. Published for the National 
Bureau of Economic Research. 258 pages. Maps, Charts & Tables. $6 


Order from your bookstore, or 


PRINCETON UNIVERSITY PRESS - Princeton, N.5. 


The American Economic Review 


Volume XLVII DECEMBER 1957 Number 6 
ARTICLES 

Monetary Systems and Accelerator Models. . . . . . . . . +. =A. P. Minsky 
Wages and Interest: Marxian Economic Models . . . . . . . =. P. A. Samuelson 
Instalment Credit and Prosperity . « « « « « Alain Enthoven 
New Zealand’s Experiment in Economic 
Effects of Consumer Attitudes on Purchases . . . . . . . . . +. Eva Mueller 
REVIEW ARTICLES 

Consumer Instalment Credit . 
Professor Cole’s History of Socialist T 
COMMUNICATIONS 

External and Internal Public Debt . . . . . . . . . . oS. M. Buchanan 
Acceleration and Magnification . . . . . . . . M. H. Peston 


The AMERICAN ECONOMIC REVIEW, a quarterly, is the official publication of the American Economic Association 

and is sent to all members. The annual dues are six dollars. Address editorial communications to Dr. Bernard F. Haley, 

Editor, AMERICAN ECONOMIC REVIEW, Stanford University, Room 220, Stanford, California; for information con- 

cerning other publications and activities of the "Association, communicate with the Secretary-Treasurer, Dr. James Washing- 
ar Bal Anes American Economic Association, Northwestern University, Evanston, Illinois. Send for information booklet. 
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Harper announces 


INTERNATIONAL 
FINANCE 


By CHARLES N. HENNING 


University of Washington 


The only book in the field which includes in one volume 
both a discussion of the practices used in financing foreign 
trade and other international transactions, and a discussion 
of the theory and problems of international finance. 


IMPORTANT FEATURES 


(1) over 100 illustrations of forms currently used by leading 
banks. 


(2) a thorough coverage of the balance of payments. 


(3) broad coverage of postwar problems: dollar shortage, Mar- 
shall Plan and ICA financing, “floating” exchange rates, 
implicit rates, export retention quotas, ete. 


(4) sections on International Finance Corporation, Hague 
Club, American Overseas Finance Corporation, etc. 


(5) bibliography, discussion questions and problems at the 
end of each chapter. 


HARPER & BROTHERS 
49 East 33d Street 
New York 16, N.Y. 
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JAPAN’S FINANCE 
AND TAXATION, 1940-1956 


SABURO SHIOMI. Translated by SHOTARO HASEGAWA. Here is 
the first book in English that covers both the war and postwar tax sys- 
tems of Japan, including the years following the Occupation. The au- 
thor describes the establishment of a modern tax system in 1940, the 
effect of the war on Japan’s economy, the problems of postwar recon- 
struction, and the changes made in 1950. $6.00 


BRITAIN’S POSTWAR 
DOLLAR PROBLEM 


ELLIOT ZUPNICK. This book analyzes the factors responsible for the 
emergence and severity of Britain’s post-World War II dollar prob- 
lem. Mr. Zupnick evaluates the solutions that have been proposed and 
suggests policies that will help to maintain a viable dollar equilibrium. 

$5.50 


A HISTORY OF THE DOLLAR 


ARTHUR NUSSBAUM. Here, in an engaging and concise volume, is a 
complete history of the American monetary system. Tracing its growth 
from early colonial days to the present, Professor Nussbaum explains 
how the system has functioned at various stages in its development and 


how it has influenced the course of American history. $4.50 


Columbia University Press 
New York 27, N.Y. 


] 


APPRAISAL AND MANAGEMENT OF 
SECURITIES 


by DOUGLAS A. HAYES, University of Michigan. 


**Professor Hayes of the University of Michigan has 
made a stimulating contribution to the field of in- 
vestment literature. . . . Coupled with a casebook 
...0Or with selected mimeographed cases, Ap- 
praisal and Management of Securities deserves serious 
consideration for investment course adoptions. In 
any event, Hayes’ excellent work certainly belongs 
in security analysts’ libraries.""—Charles T. Horn- 
gren, The Accounting Review. 


1956 383 pages $4.50 


PUBLIC UTILITIES IN AMERICAN 
CAPITALISM 


by MARTIN G. GLAESER, University of Wisconsin. 


This text offers an introduction to the economic and 
legal principles underlying the organization of the 
public utilities industries. Technological develop- 
ments are discussed in terms of (1) the foundations, 
(2) the administrative processes, and (3) specific 
instances of conservation and the cooperation of 
government agencies. 


1957 624 pages $7.50 


THE PROBLEM OF 
THE MONETARY UNIT 


by KARL OLIVECRONA, University of Lund. 
1957 186 pages $3.00 


GOLD, CREDIT, NATIONAL INCOME 
AND EMPLOYMENT 


by ERICH SCHNEIDER. Coming in 1958 


U.S.A. IN NEW DIMENSIONS 


by THOMAS R. CARSKADON and GEORGE 
SOULE. Illustrations by RUDOLF MODLEY. 


1957 124 pages $1.20 


60 FIFTH AVENUE, NEW YORK 11, N.Y. 


; 
a 
The Macmillan €. 
OR. 


COMMERCIAL CREDIT AND 
COLLECTION PRACTICE 


WATROUS H. IRONS, President, Federal Reserve Bank of Dallas; 
and DOUGLAS H. BELLEMORE, New York University 
Revised by DOUGLAS H. BELLEMORE 


Second Edition. This new textbook fully treats the fundamentals 
and principles underlying credit risks and collection practice. Tells 
how to evaluate credit risks and analyze credit data accurately. New 
sections on consumer, foreign trade, mercantile installment credit. 
Stresses role of federal government and Federal Reserve System 
in credit control and counter cyclical policy. “Excellent text, well 
written.” Hendrik Zwarensteyn, Michigan State University. 

110 ills., tables ; 784 pp. 


CORPORATE FINANCE 


ELVIN F. DONALDSON, The Ohio State University 


This important new textbook presents a complete picture of the 
principles underlying the modern business corporation’s financial 
policy. Focusing on management’s viewpoint, it discusses taxation, 
short- and intermediate-term financing, surplus depreciation, re- 
serves, etc. “... a well-written and well-integrated text.” Denton A. 
Fuller, Alfred University. Instructor’s manual available. 


48 ills., tables ; 876 pp. 


PERSONAL FINANCE 


Also ELVIN F. DONALDSON 


Often called “the book that made the course,”” PERSONAL FI- 
NANCE examines all types of personal financial problems and 
shows students how to analyze and solve them. “Jt is the work of an 
authority and brings together a comprehensive body of information 
on personal finance.” Helen C. Potter, Loyola University, Chi- 
cago, in the Journal of Finance. Instructor’s manual available. 

2nd Ed. 70 ills., tables ; 584 pp. 


THE RONALD PRESS COMPANY 


RONALD Textbooks... 


] 
1 


| 
| 
| 
| 
| 
] 
| 
| 
| 
J 
| 
| 
| 
| 
{ 
1 
{ 
j 
] 
| 
1 


for College Courses 


LINEAR PROGRAMMING 


An Explanation of the Simplex Algorithm 
DAKOTA U. GREENWALD, Syracuse University 


Requiring no mathematics beyond college algebra, this new 
textbook shows the student how to solve problems of linear pro- 
gramming by use of the simplex algorithm, stressing the value of 
its application to multi-faceted problems of finance, management, 
and engineering. Sample problems. 29 ills., tables; 75 pp. 


THE STOCK MARKET 
GEORGE L. LEFFLER, Pennsylvania State University 


Second Edition. This authoritative new textbook discusses all the 
operations and functions of today’s stock market, from basic princi- 
ples to the most complicated investment and trading techniques. 
“...an outstanding book .. .” Phillip H. Lohmann, University 
of Vermont. 58 ills., tables ; 626 pp. 


CASUALTY INSURANCE 


An Analysis of Hazards, Policies, Insurers, and Rates 


C. A. KULP, University of Pennsylvania 


Emphasizing basic principles, this outstanding textbook applies 
theory to practical situations. Brings out contract features of vari- 
ous policies; develops and documents background facts; provides 
impartial evaluations. 3rd Ed. 28 tables; 635 pp. 


ECONOMIC AND SOCIAL SECURITY 


Public and Private Measures Against Economic Insecurity 


JOHN G. TURNBULL, University of Minnesota; 
C. ARTHUR WILLIAMS, JR., University of Minnesota; 
and EARL F. CHEIT, University of California 


This comprehensive new textbook evaluates both private and 
social insurances and assistances involved in old age, death, occu- 
pational disability and non-occupational illness, etc. Offers sugges- 
tions for their improvement. 75 ills., tables; 539 pp. 


- 15 East 26th Street, New York 10 


= 
We 
4) 


THE INTERNATIONAL ECONOMY _ Walter Krause 


Oriented toward problems and policies, rather than theory and history, The 
International Economy is designed for a one-semester elementary course in 
international trade, or for two semesters requiring supplementary reading. 
An abundance of tabular and graphic material and the liberal use of examples 
help to make this text meaningful and realistic for the student. 


BUSINESS CYCLES Earl G. Hald 


This clearly written and well-illustrated text provides a general background 
in business cycles and does not presuppose extensive training in economics. 
Major emphasis is devoted to the character of cyclical and other variations, 
present and past cycle theories, an analysis of the critical aspects of business 
cycle theory, and the control of business cycles. 


MONEY AND ECONOMIC ACTIVITY Lawrence S. Ritter 


These carefully selected readings are primarily intended as an aid to under- 
graduates in understanding the significant and controversial aspects of their 
course in money and banking. Each chapter includes selections, reprinted in 
full, which explain a topic concept in terms the student can readily grasp. 
Introductions to the selections integrate the book by orienting the entire 
presentation to the central issues of money and economic activity. Monetary 
theory pervades the volume as a whole. 


HOUGHTON MIFFLIN COMPANY 


Consider these widely used books 
for your classes... 


@ MONEY AND BANKING 
BY EUGENE S. KLISE 


@ BUSINESS FLUCTUATIONS AND 


FORECASTING 
BY CARL A. DAUTEN 


@ BUSINESS POLICIES AND MANAGEMENT 
THIRD EDITION—BY WILLIAM H. NEWMAN 


@ REAL ESTATE 
BY MAURICE A. UNGER 


SOUTH-WESTERN PUBLISHING CO. 
(Specialists in Business and Economic Education) 


Cincinnati 27 - New Rochelle, N.Y. - Chicago5 SanFrancisco3 - Dallas 2 
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THE ROLE OF 


REGIONAL SECURITY 
EXCHANGES By James E. Walter 


Shows how regional exchanges fit into the complex of the 
securities market and evaluates their effectiveness. 


Presents new statistical material—including price indexes, 
price-earnings ratios, and annual share turnover ratios—based 
largely on records of the San Francisco Stock Exchange. Also 
suggests how to augment the effectiveness and listing potential 
of regional exchanges. For all interested in the securities 
market. 180 pages, $3.00 


At your bookstore UNIVERSITY OF CALIFORNIA 


PRESS 
Address: Berkeley 4, California 


THE JOURNAL OF BUSINESS 


SCHOOL OF BUSINESS, UNIVERSITY OF CHICAGO, CHICAGO 37, ILLINOIS 


Volume XXXI JANUARY 1958 Number | 


The Apologetics of ““Managerialism”. ................0.cccccecceccers Edward S. Mason 
The Federal Reserve System’s “Bills Only” Policy: A Suggested Interpretation 
Ira Scott, Jr. and David I. Fand 


Performance Appraisal and the Organization Man................+..+- Thomas L. Whisler 
A Study of Current Counseling Practices in Industry...............0+.00005 Henry Eilbirt 
Labor Force: Concepts, Measurement and Use of Data...............++.+: Joseph Scherer 
Books Received 


Notes: University Schools of Business 
Doctoral Dissertations Accepted, 1956-57 
Book Reviews 


The JOURNAL OF BUSINESS is published quarterly by the School of Business of the Uni- 
versity of Chicago. Subscriptions are $6.00 per year and should be addressed to the University 
of Chicago Press, Journals Division, 5750 Ellis Avenue, Chicago $7, Illinois. Editorial cor- 
respondence should be addressed to Irving Schweiger, Editor, JOURNAL OF BUSINESS, 
University of Chicago. 
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AMERICAN PUBLIC FINANCE, 6TH EDITION 


by WILLIAM J. SCHULTZ, College of the City of New York and 
C. LOWELL HARRISS, Columbia University 


A BASIC TEXT FOR COURSES IN PUBLIC FINANCE, TAXATION, OR FISCAL 
policy, this book clearly states the basic principles and techniques of 
government expenditure, taxation, borrowing, and fiscal policy. It covers 
all major points of view impartially. The enlarged, integrated treatment 
of fiscal economics opens with a summary presentation of the Theory of 
National Income, after which the authors introduce the factor of fiscal 
operations and point out how they fit into the theoretical pattern al- 
ready established. Major sections cover: Governmental expenditure, 
principles of taxation, federal, state, and local taxes, non-tax revenues, 
intergovernmental fiscal relationships, governmental borrowing and in- 


debtedness, and fiscal policy. 
709 pp. rue Published 1954 Text price $7.00 


OUR MODERN BANKING AND MONETARY 
SYSTEM, 3RD EDITION 
by ROLLIN G. THOMAS, Purdue University 


FEATURES OF NEW EDITION: MATERIAL GREATLY SHORTENED; MORE 
useful for one-semester course; greater use of balance sheet in explaining 
role of Treasury, Federal Reserve and commercial banks in creating 
money; much re-written material, especially in areas dealing with deter- 
mining supply of money, demand for money, relation of money to level 
of income, prices and employment; provides student with institutional 
background for study of central bank and monetary theory and related 
problems. 


644 pp. 6" xX 9" Published 1957 Text price $6.75 


MATHEMATICS OF FINANCE 
by ROBERT M. PARKER, Texas Technological College 


THIS TEXT MAKES CONSISTENT USE OF THE EQUATION OF VALUE AND LINE 
diagrams. It shows that practically all problems in mathematics of fi- 
nance can be solved by application of the basic formulas of compound 
interest and ordinary annuities certain. Chapter I treats simple interest 
with emphasis on the formula for amounts, $ A (1 ni). This formula then 
forms a basis for derivation of the compound interest formula in Chap- 
ter II. The second chapter takes up compound interest and ons 
value and explains use of the equation of value. Chapter III deals with 
ordinary annuities certain and Chapter IV with annuities due, deferred 
annuities, and perpetuities. Parker shows the student that each of these 
may be evaluated by converting to an ordinary annuity. Excellent prob- 
lems range from simple formal exercises through involved problems of 
realistic nature. 

304 pp. 


54” < 8)” Published 1956 Text price $5.00 
To receive approval copies promptly, write: Box 903 


Englewood Cliffs, New Jersey 


BOOKS from Prentice-Hall . . . | 
| PRENTICE-HALL, Inc. 
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4 “Timely New 
McGRAW-HILL BOOKS 


INSURANCE: Its Theory and Practice in the United States 


By H. Mowsray; and H. Buancnarp, Columbia University. 
McGraw-Hill Insurance Series. Fourth edition. 569 pages, $6.75 


A leading text since 1930, this book presents a thorough treatment of the theory 
and practice important to all phases of insurance work. It covers both private and 
governmental insurance and gives the student a general understanding of the basis 
of insurance, its problems, its mechanisms, and its practical applications. The 
authors deal with the problem of risk and the various ways of meeting it; insurance 
policy contracts, types of insurers and their problems, state supervision, social in- 
surance, and risk management. 


ESSENTIALS OF INSURANCE LAW 


By Epwrn W. Patrerson, Columbia University Law School. McGraw-Hill In- 
surance Series. New Second Edition. 539 pages, $7.50 


A thorough revision of a distinguished text for students and teachers in business 
schools. With a minimum of legal language, it aims to present the essentials of insur- 
ance law in its relations with the insurance business. The major legal problems of 
the insurance contract are discussed, with a concise survey of governmental regu- 
lation of insurers, agents, and brokers. 


MULTIPLE-LINE INSURANCE 


By G. F. Micne.sBacuer, President, Great American Indemnity Co. McGraw- 
Hill Insurance Series. New Third Edition. 660 pages, $8.75 


The most authoritative text and reference on the non-life insurance field. Covers 
such recent developments as rating problems; governmental regulation; and the 
broadening of the field of casualty and fire and marine insurers to the writing of 
multiple-line insurance. 


LIFE INSURANCE 


By Josepu B. Macuean, formerly with the Mutual Life Insurance Co. of N.Y. 
McGraw-Hill Insurance Series. New Eighth Edition. 558 pages, $6.50 


With much of the technical material simplified and condensed in this revised edition, 
the author describes and explains the principles of life insurance and the practical 
procedures followed in furnishing it. All forms of insurance and all types of carriers 
are covered. It has been a standard text in its field for 30 years. 


SEND FOR COPIES MeGraw-Hill Book Company, Ine. 
ON APPROVAL 330 West 42nd Street New York 36, N.Y. 
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Popular Irwin Texte: 


MODERN CORPORATION FINANCE 
FOURTH EDITION 


By WILLIAM H. HUSBAND, Federal Savings and Loan Insurance Corpo- 
ration, and JAMES C. DOCKERAY, The George Washington University 


One of the most widely used texts in its field, this outstanding book has been brought 
completely up to date so that it reflects the most recent changes and developments 
in the field of corporation finance. References follow each chapter and the material 
is carefully documented throughout. The authors maintain a private enterprise 
approach yet they also view realistically the questions of public policy and govern- 
ment regulation. 


PRINCIPLES OF MONEY AND BANKING 
By HIRAM JOME, DePauw University 


This new basic text features a simple and direct approach, yet the treatment is not 
oversimplified. It provides a realistic understanding of the principles and practices 
of our money and banking system and of the ways that these principles and prac- 
tices have developed. Much of the material reflects classroom experience. The organ- 
ization permits easy adaptation to money and banking courses of varying length and 
emphasis. 


PERSONAL FINANCE: Principles and Case Problems 


By ARTHUR W. HANSON, Harvard University, and JEROME B. COHEN, 
City College of New York 


This authoritative text is now the most widely adopted text of its kind with adoptions 
in more than 225 colleges and universities. The comprehensive text material is ac- 
companied by realistic cases and problems for each chapter so that students may 
learn to think constructively and apply basic principles to actual problems. The 
style of writing is concise, lively, and readable. A Teacher’s Manual is available to 
adopters. 


Write for Examination Copies 


“ HOMEWOOD, ILLINOIS 


& 
at 
RICHARD 
| 
ls 


